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PREFACE 

* i 

T he present volilme is tHe third of a group, the main purpose 
of which IS to study the direction of man’s efforts for the 
attainment Of material ends: and to search for possibilities of 
improvements m that procedure which may increase the sommand 
of the peoples of the world over their resources; and enable them 
to develop their higher faculties. 

The first volume of the group, Pnnc%pks of Economics, pubhshed 
in 1890 , emphasized the continuity of the main work of economic 
studies. “As, in spite of great differences in form between birds 
and quadrupeds, there is one Fundamental Idea running through 
all their frames, so the general theory of the equilibrium of demand 
and supply is a Fundamental Idea running through the frames of 
all the various parts of the central problem of Distribution and 
Exchange.... The theories of the values of labour and of the things 
made by it cannot be separated... What differences there are 
between them even in matters of detail, turn out on inquiry to be 
for the most part differences of degree rather than of kmdh” 
Various causes delayed my work; and nearly thirty years 
elapsed before the appearance of Industry and Trade, of which 
the rnotto is: The many in the one, the one in the many. ^‘Several 
tendencies have gone to the making of each industry and each 
economic institution: therefore a thorough reahstic study of any 
part of the •economic field, calls for some reference to the inter- 
action of many diverse tendencies, and gives occasion for some 
care in analysis. And, conversely, almost every important ten- 
dency is so far modified by the conditions under which it operates, 
that an exhaustive study of it may need to range over many fields 
of '^ork. This motto supplements the motto of rny Principles, 
which is: — Natura nonfacit saltum: i.e. economic evolution is 
gradual and continuous on each of its numberless routes®.” 

Industry and Trade is “a study of industrial techmque, and 
business organization, and of their influences on the conditions 
of various classes and nations.” It was designed to be followed 

^ From the Preface to the firat edition of Principles of Mconomics, 1890 
* From the Preface to Industry and Trade. 
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by a study of the influences on the conditions of man’s hfe and 
work, which are “exerted by the resources avaihible for employ- 
ment ;*by money and credit; by international trade and by social 
endeavour.” But that task is healvy, and achievement has been 
slow • therefore it has seemed best tp publish without further delay 
the present volunfe, which aims at accoroplishinpj ope-half of the 
task. A little progress has been made in regard io tlic second 
half: and; although old age presses on me, I am not without hopes 
that some of the notions, which I have formed as to the possibilities 
of social advance, may yet be published. 

A. M. 

Balool Croft, 

Cambridge 
AuqusU 1922 



CONfEl^TS 


Introdnction. 1* The modetn notion of economic nat]y;)nality, which found 
some place #n the aspirations of many small States m early times, was 
• developed bf Mediaeval City-States, and was passed on by them through 
Holland to England and other countries 2 In Adam Smith’s time settled 
political conditions, good roads, and the printing press had gone far towards 
weidmg together the educated classes of the British nation . but local mterests 
were still often more pronfment than national The growth of a strong 
spirit of nationahty has been promoted m recent times by cheap, easy and 
rapid locomotion, by the development of popular newspapers and by 
universal education 4. Migration within a country is facihtated and its 
adjustments are rendered efficient by various mfluences, which do not favour 
emigration beyond its boundaries m like degree: and therefore problems of 
“mtemational values” require a different treatment from that which is 
appropriate to the relative values of things produced m the same country 

pp 1-11 
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value of money” in it at any time is the rate of discount, or of mterest for 
short period loans charged m it 3 The functions of money can be efficiently 
discharged only when its general purchasing power is secured against violent 
chaflges * PP 12 — 20 

Chapter II. The measurement of general purchasing power, The 

term “general purchasing power” is elastic its context must indicate 
whether it is to be mterpreted broadly or narrowly. In regard to distant 
times or places, its best measure is often m terms of unskilled labour, or of 
a staple gram. 2 Further difficulties m comparisons of the purchasing 
power of money at distant places and at distant times 3 Broad and well 
organized information as to prices is confined for the greater part to whole- 
sale dealings But much mformation as to their relations to retail prices in 
ordinary household goods is diffused by the flperiences of working-men’s 
co-operative societies 4. The average changes of prices, starting from a 
rather distant date, are shown by “index numbers” representing the per- 
centage proportions of particular prices m each successive year to the prices 
at that date, “Weighted” mdex numbers . . . pp. 21 — 27 

Chapter III^ Measurement of variations in the purchasing power of 
money, l. Difficulties in the construction of an index number which will 
truly represent the purchasmg power of money even at a smgle time and 
for a single place 2 The same set of price changes may affect different 
classes of a nation m very different ways “Index numbers,” weighted m 
accordance with the shares held by various goods in working-men’s con- 
sumption, are of special significance in connection with “working-men’s 
budgets.” 3. The interpretation of mdex numbers la impeded by variations 
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m the character of goods and services, which continne to bear the same 
names; and Jjy venations in the exchange ^alue of a thing from one season 
of ^the year to another, 4 An official unit of general purchasing power might 
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the needs of people for ready purchasing power based on gold and silver, 
toge^er with the demand for these metals 'for the pin poses of industry and 
display. 3. The total value of a country’s currencv, multiplied into the 
average number of times of its changing hands for business purposes in a 
year, is of course eqtt^ to the total amount of business transacted in that 
country by direct pa3rments of currency in that year But this identical 
statement does not mdicate the causes that govern the rapidity of circulation 
of currency .to discover them we must look to the amounts of purchasing 
power which the people of that country elect to keep in the form of currency. 
4. Influences exerted by occupation and temperament on the amounts of 
currency, which people with similar incomes are likely to keep under their 
immediate control. 5. Although the purchasing power of a unit of a currency 
varies, other things bemg equal, inversely with the number of the units; 
yet an increased issue of inconvertible paper currency may lower its credit, 
and therefore lessen the amount of ready purchasing which the people care 
to hold That is, it may lower tho value of each of the units moie than in 
proportion to the increase of their number. 6. Currency difiers from other 
things in that an mcrease m its quantity exerts no direct mfluenoe on the 
amount of the service it renders. Inconvertible paper currencies 
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mTEODUCTrON 


L The modern notion of economic nationality^ which found 
sonm place m\he aspirations of many small States in early 
timeSy was developed hy* Mediaeval City-States ; and was 
passed on hy them through Holland to England and other 
co%ntries\ ^ * 

“International trade/’ in the strict sense of the term, seems to 
suggest trade between various nations in their corporate capacity. 
But as commonly used, it refers to what is primarily only the 
aggregate of the trade of individuals in one country with individuals 
belonging to other countries. 

The mam courses of trade are governed by relations among the 
surrounding industries in the same way as water courses are 
governed by the contours of the hills, though trade reacts on 
industries as the streams react on the hills. Further, a nation’s 
industries and her trade alike imply national ideals and national 
unity, both are parts of her hfe and embody much of her 
character. 

List pointed out that a true national spirit could arise in a 
country, only when she had attained to some degree of unity by 
common interests in industry and trade. Her ruling classes cduld 
indeed develop^ common political and mihtary aims, by means of 
those facihties for communication which they alone possessed m 
early times ; but more is required for the development of a national 
spirit m industry and trade. Therefore a full conception of the 
notion of international trade waited until the spirit of Bruges or 
Antwerp, of Venice, Florence or Milan had spread over a whole 
country. Holland led the way. she absorbed many cities which 
had already attained high repute. Her waterways contributed 
greatly to her umty* and they helped her defence against that 
violence of great nulitary powers, which had subdued the southern 
half of the “Low Countries,” She was forced to give much of her 

^ Thef)resent volume and that on Industiy and Trade are designed to supple- 
ment one another Nevertheless it seems best to introduce here a sketch of some 
leading antecedents of present international relations. 


M M 
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energy to self-defence : but she yet maintained the spirit of national 
unity in industry and trade. In her casre, it would perhaps be better 
to say ‘‘trade and industry.’’ 

r 

f 

In England bcal liberties, though oMn on a generous scale, 
were never absolute. But her chief cities had, in effect, the power 
and the will to deyelop their own idiosyncrasies with much freedom : 
and s© great were, till recent times, the duSiculties which opposed 
long distance heavy traiOSlc except by water, that each of them 
was able to develo]^ her own methods of life and work very nearly 
as she would^have done, if she had been wholly free. The relations 
of each town- to the surrounding country-folk resembled in many 
respects those of some European countries to their colonies in later 
times: the country-folk looked to the neighbouring town as the 
chief market for the produce of their farms : and in return they 
purchased from the town nearly all manufactures, except those 
which they could make in their own cottages during the winter. 

The West-countrjman’s pride in the maritime vigour of the 
counties that bore the first brunt of the conflict with the Spanish 
Armada, was long prominent and approved by the whole nation. 
Even in the present age men of Lancashire, Yorkshire and other 
counties, though not directly concerned m industry, have shown 
a zeal for the economic excellences of their several counties, which 
indicates a survival to the present times of an earlier ardent 
affection for local industries. That affection expanded into a 
patriotic pride in national industry and trade, when the Middle 
Ages passed into the Modern; and Enghshmen could claim a place 
in the first rank of the business men of the world. Several causes 
contributed to this expansion: but most of them are connected 
with the increase of migration, and of communication by travel, 
by post and by printed news throughout England, though her 
more distant parts had had not very much direct knowledge of 
one another before the railway age. 

Now-a-days many an artisan and unskilled working man has 
found employment in more than one county , and what has been 
called “local patriotism,” is necessarily being weakened by modern 
facilities of travel, and the tendency of organized public education 
to soften the peculiarities of local dialects. But even now a man 
is often proud of the past history and the present energy of his 
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own county. A Devonshire man still rejoices that the enterprise 
of the Spanish Armada had been much lowered before it had 
passed out of direct touch with l^evonshire. Again, even now, an 
artisan takes a wholesome pride in the reputation which his 
county has won in the^ production of some higU-class products, 
or in open-air |ames. • 

2. 1% Adam Smith's time settled political conditions^ good 
roads, and the printing press had gmie far towards welding 
together the educated classes of the British nation: hut local 
interests were still often more prominent than national. 

When Adam Smith wrote, movements of workers, and migrations 
of particular branches of industry within Britain had progressed 
a considerable way — perhaps about half the way — from their 
mediaeval phase towards that of the present time. Local obstruc- 
tions opposed to national interests, had diminished: travelling 
was almost free from dangers. Eoads were moderately good. 
The upper and middle classes together with some few of the 
manual labour classes could read. Newspapers were already a 
power in the land, though they seldom gave much information 
that would help an artisan, who was half inclined to imgrate in 
order to improve his condition: and Adam Smith insisted that 
^‘a man is of all sorts of luggage the most difficult to be trans- 
ported^.’’ 

It IS to be hoped that light will be thrown on the history of 
internal migrations in England during the Middle Ages by philo- 
logical and other studies. When these are accompamed by statistics 
of variations of local wages and of the price of the staple gram 
consumed by the ordinary labourer, the foundations will have been 
laid for conclusions as to the development of the modern influences 

^ He said that the common price of labour was eighteen pencg in and near 
London, at a few miles distance it fell to fourteen or fifteen pence. Ten pence 
m Edmburgh feU to eight pence at a few miles distance McCulloch, annotating 
this passage in 1838, said that “roads, canals, railways and steam nayigation’* 
have much dimnaished these mecjualities. [At that date the influence of canals 
was of course greater than that of railways ] H© put the wages of labour as 
“ at a rough average all over the country, from to 25. a day ” But these and 
all similar estimates relating to tunes, when England commonly fed her people 
herself, must be mterpreted, for comparison with present figures, by reflecting 
that flow was then generally much cheaper m the country than in the cities: 
and that a much larger part of the wages of ordmary labour was spent on flour- 
and bread then than now. 
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of economic causes on migration but at present we do not seem 
able to see far back at all clearly^. 

It IS a general rule that lofal particular interests {Sonder- 
interessen) are seldom advanced in tlie loi\g run by action which 
is mimical to national interests For illiberal policy in one 
locality provokes similar policy in others m its neighbourhood: 
and hindrances to internal migration prevent the best use of ’the 
nation^s faculties from being made. In the long run the advance 
of each locahty dep^ds much on the riclmess of the markets which 
neighbouring districts afford to its buyers and its sellers, and on 
the suggestions that it derives from the rest of the country, as 
well as on its power of attracting from outside any men of special 
attainments, whose aid may be helpful to it. Therefore a selfish 
policy is generally a foohsh policy. 

In this connection it may be noted that the influences of 
customary rates of wages are not wholly adverse to migration, 
whether within a country or beyond its frontiers. If custom 
stereotypes the wages for (say) agricultural labour in a village, 
a man who is stronger and more energetic than his neighbours 
will be underpaid, if he stays at home: he has therefore more to 
gain by migrating to a town, or to a more highly waged agricultural 
district, than he would have had, if his wages at home had been 
more nearly appropriate to his value. 

Adam Smith tells us that ‘‘more than fifty years ago some of 
the Counties in the neighbourhood of London petitioned the par- 
hament against the extension of the turnpike roads into the 
remoter counties. These remoter counties, they pretended, from 
the cheapness of labour would be able to sell their grass and corn 
cheaper in the London market than themselves, and would thereby 
reduce their rents and rmn their cultivation. Their rents have how- 
ever risen, and their cultivationhas been improved since thattime.’’ 

^ o " 

^ If the material available to the economic historian were adequate, a history 
of wages m England should be based on separate consecutive records of variations 
in each of many representative localities, with statements (or at least reasoned 
estimates) as to the allowances in regard to free grazing ground^and other privi- 
leges, which were allowed m each district, Rogers did noble work m this direction , 
and he seems to have been aware of the difficulties, which must be overcome 
before a trustworthy estimate can be formed, of general, or average, rates of real 
remimeration for labour of various sorts thioughout England in early times 
In so far as wages were paid m kind, the gram selected for the purpostf was not 
hkely to be in very good condition: and modern appliances for reaping and 
bnngmg the gram under shelter were not accessible. 
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He, however, appears to have made insufficient allowance for 
the influence of natural selection m equalizing the*earnmgs of a 
given order of efficiency, at the^same time that it increased the 
differences among the^standard wages of diffeient localities. We 
shall find this matter td be of great importance in the application 
of the general ^octrine of international values to1;he real problems 
of Ihe present time. The Ejjigration of men, women and children 
from rural districts in the south of England to Lancashire^textile 
districts was artificially promoted early in Ia§t century and this 
tended to equalize average wages by lesseiiing the excess of the 
vigour of the workers of the north over that off the southern 
population. On the other hand, ‘‘natural selection, while tending 
to equalize the earnings of work of each order of efficiency, often 
increases the inequalities of average earmngs in different places. 
For able men tend to quit places where high wages are not to be 
earned; and thereby to put those, who stay behind, in a rather 
better position for maintaining or even advancing their wages. 
Tlxis migration at the same time tends to lessen the relative 
scarcity of operatives in progressive districts and prevent a dispro- 
portionate rise in the average wages of those districts; and their 
own earnings are more nearly proportional to their efficiency, than 
if they had stayed at home. 

3. The growth of a strong spirit of nationality has been 
promoted in recent times hy cheap^ easy and rapid locomotmi; 
by the development of popular newspapers and by universal 
education. 

The improvement of roads and stage coaches facilitated inter- 
course among the leaders of trade and industry during the two 
generations that followed * but they were of relatively small direct 
service, to the working classes* canal boat traffic was however 
cheap. Similarly, successive advances in the arts of printing, and 
in postal organization, helped the well-to-do and the business 
classes throughout the country to keep touch with one another: 
but they were of little service to the masses of the people, who 
could neither read nor write. It is true that the spirit of economic 
nationality spread down from the well-informed classes to others: 
but meanwhile the pressure of population on the means of sub- 
sistence, not yet relieved by the free and cheap importation of 
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food from a distance, tended to generate class hostility; so the 
people were divided into two nations, the rich and the poor. That 
cruel abuse of pohtical power by^the classes that chiefly controlled 
the le^slature, spread its dark shadow f^r into the nineteenth 
century; and its influence in retarding the growth of national 
unity may be traced even now: but at last the ^manual labour 
classes have attained so marked a pi;edommance that, if wisely 
guided, they can control policy in the interests of the nation as 
a whole; and they pan aflord to forget.injuries of the long ago. 

Universal education, cheap and ejflcient popular newspapers, 
combined with the commodious and relatively cheap facihties ot 
railway travel have at last removed almost every trace pf the 
difficulties, which formerly prevented the attainment by a whole 
country of that full economic unity, which used to be regarded 
as belonging only to compact trading and industrial cities. In 
the old trading cities, intercourse went by word of mouth; and 
an advocate of any economic pohcy could often make his voice 
reach the ears of nearly all those who were most deeply interested 
in the matter: to-day an important utterance on any large issue 
18 made available through the press to the whole of the working 
classes: it is likely to be read carefully by perhaps a million of 
those who think for themselves, and influence the opinions of 
others. Thus the drift towards full economic unity is nearly com- 
plete in all matters, in regard to which there are no fundamental 
differences of interest among different classes. Discussion is 
clearing away clouds of misconception and hollojv spectres of 
conflicting interests, having no solid substance. It is, however, 
directing attention to some discords that are not very prominent 
The recent European war and the disquiets which have followed 
it, have reopened and enlarged many grave questions. In par- 
ticular, they have brought to the front m several countries, and 
perhaps mOst prominently in Britain, working class minds, 
capable of hard thought and resolute in following its conclusions, 
whithersoever it may tend. These facts afford a strong argument 
in favour of aiding the working classes to make thorough studies 
of the causes, and especially the obscure causes that make for or 
against economic progress^. 

, 1 It seems that the hrst Paihamentary grant m favour of education was 
for £20,000, made m the year following the great Reform Bdl Another con- 
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In particular it is essential to empliasize tte fact that Britain no 
longer possesses in quite as rail degree as formerly a preponderant 
advantage over nearly all other c1)untries in the individuahty and 
resolution of her people; in her easy maintenance of liberty in 
conjunction with firm order and the rigid enforcement of equal 
laws; in the ^undance of her capital, and irf the resourceful 
inventiveness of the leaders of her industry. In all these matters 
several countries have gamed ground on her. In some o* them 
she has been surpassed by others, beyond the seas, who speak her 
own language: this change is in part due to increased facilities for 
crossing the ocean, of which avail has been taken by many of the 
strongest and most enterprising of her own sons, and of her con- 
tinental rivals. 

4. Migration within a country is facilitated and its ad- 
justments are rendered efficient hy various influences, which 
do not favour emigration beyond its boundaries in like degree: 
and therefore problems of ^‘internatio'nal values'' require a 
diflerent treatment from that which is appropriate to the 
relative values of things produced in the same country. 

Movements of population within a country are generally by 
small stages: and therefore the tendency of work of the same 
efi&ciency to obtain about equal wages imder like conditions 
throughout a large country is not efiected to a very great extent 
by migration at single steps over long distances. But districts in 
which employment is offered on favourable terms draw labour 
from neighbouring districts; and they m turn replenish their 
supplies of labour from districts on the other sides of them; and 
so on. Thus a very small force wdl effect a gradual movement of 
labour sufficient to obliterate any disturbance in the relative wages 
in different districts: though even a small resistance, if concen- 
trated ^at one pomt, might have delayed the movement g]:eatly. 
The case is similar to that of a number of tanks of water connected 
by pipes. If, when the water is at rest at the same level throughout, 
a little additional water is poured into one of them, a readjustment 

siderable advance was a grant of money for the mamtenanoe of elementary 
schools it was made m 1846, m the early stages of a great popular ferment which 
was spreadmg throughout Europe, and culminated in 1848 Further progress 
was made by Lowe’s Revised Code, 1862, Forster’s Act of 1870 was the firat of 
a series, which have brought the education of the children of the working classes 
to a higher efficiency than was to be found in many middle class schools half 
a century ago. 
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of level will be made quickly throughout the whole system, though 
the impellent force is small and no 'vCater passes from any tank, 
except to its immediate neighbour. Similarly, the earnings of 
like faculties tend to equality throughout a whole country under 
the impulse of numerous small forces. /it is seldom necessary 
to induce individual men, and still less whole fanylies to migrate 
over large distanpes; thus moving beyond the range of relatives 
and Mends. For districts where employment is rich and popula- 
tion relatively scanty, draw easily from others near at hand: and 
these draw, if neeif be, from others near to them. Thus a level is 
approximately maintained over a wide area; though the greater 
part of the migration necessary to maintain it has been over only 
short distances, and has been set in movement by comparatively 
small forces. No doubt it is sometimes easier to migrate a small 
distance across a frontier than a long distance within the same 
country. But this does not show that frontiers have little effect 
in hindering the adjustment of labour to the demand for it: for, 
if there were no frontiers, gradual readjustments, mainly in small 
stages, would be effected by forces too slight to move many people 
across a frontier. 

Some of the difficulties which ordinarily confront an individual 
or a family on migrating into a strange country, are indeed absent 
or easily surmounted in exceptional cases. An Enghshman meets 
his own language in the Umted States: and in every British 
possession he finds himself under laws closely resembling, if not 
identical with, those familiar to him. A German, a Pole, or a 
Hungarian can emigrate to an industrial district m America, where 
a group of compatriots are already settled- and indeed he often 
starts under the guidance of others, who are already working there 
^ in the same branch of industry as his own. This inclination of 
! immigrants from the same country to herd together tends in 
some degree to maintain their previous habits of consumption; 
and therefore to modify in a very small degree the character 
of the imports of their adopted country: but th^ immigrants 
generally fall in with the industrial methods of their new home, 
and exert but httle direct influence on the character of her 
exports^. 

^ The case was different when immigrant artisans were frequently people of 
highly specialized skill, who generally left their own homes in order to escape 
from persecution on religious or political grounds; except when they were 
selected by emissaries of another country, as fit teachers of their crafts to her 

^ iT- 
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The emigration of capital^ with or without its owner, is obstructed 
by difficulties partly similar to and partly different from those 
which obstruct the emigration o? individuals or families m search 
of employment. The owner of any considerable capital, e&’pecially 
if he IS himself a business man, is likely to be more self-reliant, and 
less dependent on the society of relations and did acquaintances, 
than are the greater part^of those who carry *most of their pos- 
sessions in their luggage: he may for instance be able easily to set 
up a branch of his business in a distant land,^and perhaps he may 
ere long concentrate his chief energies on it. In any case, he can 
pass over to leading subordinates the greater part ©f the personal 
communications, which he needs to make with his new feUow- 
couniiymen* and his experiences of two countries give him some 
little advantage over those who know only one. He may have 
some difficulty in deciding whether to give large credit to particular 
customers ; and, conversely, in obtaining large credit to meet special 
occasions. These are small matters but the tendency of capitalists 
in general to prefer investments at home to investments abroad, 
other things being equal, has far reaching results and is a con- 
siderable contributory cause of the need for a broad study of 
international trade on lines somewhat different from those 
appropriate to domestic trade. 

If the emergencies of war be left out of account, it is indeed 
constantly becoming easier and safer than formerly to invest 
capital in foreign countries; but of two investments of equal in- 
trinsic merits, one at home and the other abroad, the former 
has still a great balance of pecumary advantage as well as of 
sentimental attractiveness. For information with regard to it is 
more easily obtained and more easily tested: the income from 
the investment is drawn with less trouble and expense; and if 
any hitch arise with regard to the recovery of the capital itself 
in due time, the commercial and the legal difficulties^ of the task 
are likely to be much greater if the capital is invested abroad 
than if it is invested at home. 

Causes deep set in human nature underlie the facts that national 
currency has been a chief symbol of national unity; that the right 

people:^ then the immigration of foreign artisans generally opened out new 
possibilities of high grade exportation to the country of their adoption Now the 
immigrant generally moves towards a country where the standard of popular 
education is higher than m his old home » and his children are thereby assimilated. 
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of coinage ias been among the choicest prerogatives of sovereignty • 
that, as metallic money has yielded precedence to modern m- 
struments of credit, national traSe has focussed itself around the 



and that aU hav5 been associated with the national purse filled 
y oonmon effort and devoted to the attainment of national ideals 
tlirougfi muted effort m peace and in war. 

. f ° doubt migratipn across, as weU as within, national frontiers 
IS being rendered easier and more attractive by modem develop- 
ment of the means of commumcation. But it remains true now 
for the same reasons though not to the same degree, as it was a 
hun&ed years ago, that national sohdarity is mainly caused by 
the two facts, first, a capitalist has, as a rule, a shght preference 
for an investment m his own country over one that holds out equal 
prospects of success and high profits in another; and secondly a 
smaller expectation of an mcrease m earmngs and other material 
advantages, in return for equaUy diflacult and arduous work will 

c^ry. to mother 

interests are more constructive and less con- 
stncfave than they were in Adam Smith’s time. They are less 
con^ictive, because migration, education, the printing-press and the 
telegmph have tended to merge local interests m naLnal. And 
thus they become more constructive, because they can not often 
wcr* effecfavelyfor their own ends, save by throng in their lot 
trade movements for the advance of national mdustiy and 

These chanjs have tended to bring facts into closer corre- 
spondence TOth assumptions, adopted by Adam Smith as the 
parting point of his argument, and developed, with sharper out- 
taes byks Mowers. They were to the effect that the movements 

oflabom between differentpartsofawesterncountry^anddifierent 

occupations in it, are sufficiently easy and qmck to justify the 

'k XaS rulo-the earmngs m occu^tions 

, equal difficulty, and mcidental advantages and disadvakages, 

tb!f tliroughout the country: and &rther 

that each western country’s banking and credit organization 
secures a prompt flow of capital mt^ any industry in th! country. 
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wHcli yields profits Mgliei^ tlian are required to compensate for 
tlie risks and difficulties of that industry, with tfie result that 
net profits are kept nearly uniforSa throughout the country. 

These two dominant facts afford the basis o4the doctrine of 
domestic values, that is* of things produced in the same country; 
provided, of course, that none of them are under monopolistic 
control. The facts imply th^t an increased honfe demand for one 
set of home products will, as a rule, be met gradually by a diversion 
of labour and capital from other work to the uadustries connected 
with those products* so that after a time it will again be approxi- 
mately true that the exchange values of those prodticts will bear 
the sapae relation as before to the quantities and qiiahties of the 
labour, aided by appropriate capital, needed for their production. 
A special study of international values is needed, because a similar 
statement cannot be made in regard to them. 

It cannot be made in regard to international values; because 
a sustained greatly increased demand by one country for the goods 
of other countries, other things being equal, will cause her goods 
to fall in exchange value relatively to those of other countries. 
There may in consequence arise some impulse to increased emigra- 
tion to other countries, whose products have risen relatively to 
hers in international demand; but the influence will be slight* 
therefore the labour and capital employed in her industries will 
receive less reward than formerly, relatively to the faculties, emo- 
tions and sacrifices demanded of them. 

The values of the precious metals in any country are in great 
measure governed by the courses of her foreign trade in them. 
But these courses are themselves governed by her demand for 
general purchasing power in the form of metalhc money* and that 
side of the problem of the value of metallic money may conveniently 
be studied by itself. That being done, a study of the*oauses that 
govern the international distribution of the precious metals, and 
the consequent general level of metalhc-prices in each country, 
will follow easily in the course of an investigation of the effective 
demand by each country for imported goods. An effective demand 
is of course one which includes an offer of equivalent goods, 
delivered at once, or deferred under arrangements of international 
credit. The details of some of these provisions are complex: but 
the general principle, wi^ch u;p.derhes them, is simple and definite. 
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CHAPTEE II 

FUNCTIONS OF MONEY 

1 . Various uses of the term “ moneys 

Tie terms money” and ''currency” are used sometimes 
narrowly, sometimes broadly. They consist, in tie first place, of 
those media of exchange, which pass freely from hand to hand, 
even among persons who are strangers to one another; and thus 
transfer the command of amounts of general purchasing power, 
which are set out in clear type on their faces. Under this head 
are included, in the first place, all coined moneys, issued by com- 
petent authority, and free from injury by " clipping” or otherwise. 
Next in order come notes printed on paper, and issued by Govern- 
ment or other competent authority: under the latter head may 
be included notes issued by banks under oj9S.cial supervision; notes 
issued by other banks which are m good repute, serve the same 
. purpose m ordinary times. In times of disturbed credit, however, 
f the only bank notes which can be regarded as money, m the full 
t sense of the term, are those which are "legal tender”; that is, 
notes which cannot be refused in payment of a debt: Bank of 
England notes enjoy this prerogative m an exceptional degree. 

The term "legal tender” points to a broad contrast between 
the amounts of currency that are needed for the efficient discharge 
of business «in times of good credit and bad credit respectively. 
When credit is good, people generally are in no hurry to call in 
all the money that is owing to them, and they are no^ very critical 
of the manner m which payments are made; a private cheque, as 
well as a note of an ordinary bank, is commonly accepted. But 
when credit is disturbed, they scan with some care payments in 
other forms than currency and legal tender notes. That is uo say, 
the efiective stocks of the means of discharging monetary obliga- 
^ Appendix A is attachej^ to libs cliaxiter. 



VARIOUS USES OE THE TERM MONEY 


tions are m danger of bem^curtailed at those times, at which the 
amount of work set for them is greatest. 

These considerations indicate ttiat the need for elasticity m the 
use of the term ''mone^’’ is* somewhat greater than in mos»t other 
economic terms^. There, are some inquiries in which it may with 
advantage be jised narrowly, and others in whi(?h a broad use of 
it is' appropriate. There is, however, a general, though not universal 
agreement that, when nothing is implied to the contrary, nfoney 
is to be taken to be convertible with ''currency,’’ and therefore 
to consist of all those things which are (at any time and place) 
generally "current,” without doubt or special inquiry, as means 
of purchasmg commodities and services, and of defraying com- 
mercial obhgations. Thus, in an advanced modern society, it 
includes all the coin and notes issued by Government. 

Almost in the same class are the notes issued by banks which 
are in good repute: for such notes are in fact accepted at their full 
value, at all events locally, without hesitation under all ordinary 
circumstances and therefore we may proceed on the understanding 
that they are reckoned as money, unless something is said to the 
contrary in the context^. 

At the same time it must be admitted that the solvency of the 
private issues of bank notes is a matter of degree: and especially 
m reference to times when commercial credit is violently shaken, 
it seems expedient to draw a distinction between those notes which 
rest on the mere credit of a private mstitution and those of which 
the solvency in terms of standard money is eSectively guaranteed 
by stringent Government control^. 

The above remarks imply that the value of each element of a 

^ Some observations on the need for elasticity in the use of economic terms 
are made m Industi y and Trade, Appendix A, § 2. 

® This IS substantially the definition for which F A Walker argued with great 
force m.l878 and which has won its way to general acceptance. 

® There are even some inquiries in which it is best to reckoif m onfy those 
notes which are Ml “legal tender”, that is, the tender of which is a full legal 
answer by a debtor to a charge that he has faded to meet his obligation No 
responsible Government concedes legal tender pnvdege to a note issue without 
taking full precautions for securmg that the note shall be convertible into 
currency, for the credit of which the Government is directly responsible and 
therefore such notes are on almost the same footmg as that currency. But an 
ordinary bank-note may be refused if tendered by a debtor m payment of an 
obligat^n, and, even when accepted by the creditor, it does not discharge the 
obligation, if the hank by which it is issued fails before the creditor has had time, 
with reasonable ddigence, to present it for payment. 
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good system of metallic currency is definitely fixed and universally 
recognized as. a certain proportion of^a standard coin. THs term 
IS somewhat ambiguous: but, in fts fullest sense, it means the com, 
to wMob the mint of the country in quMon is open without charge 
or at a low charge, and the value of which’^is therefore tied firmly 
to that of the metal of which it is made. As a rule,^every element 
of an inconvertible paper currency rests on one and the sSme 
foundation of credit, whether that be sohd or not^. 

2. The money-^narhef’ is the mg^rlcet for command over 
money : the value of money in it at any time is the rate of 
discomfit^ or of interest for short period loans charged in it 

The money market’’ is not now occupied to any considerable 
extent with dealings in diverse currencies, though much of the 
early business of banks was connected with money-changing. It 
is m efiect the market for loans, or advances of money; and in 
this connection the "'value of money” is m effect the pro])ortionate 
excess of a certain sum in hand over the (secured) promise to pay 
that sum at a later date. The date most commonly m view is three 
months from the present time: and the “value of money” is then 
I that annual rate which corresponds to the discount of a good bill 
with three months to run^. 

The chief means of payment (sometimes even spoken of as 
“currency”) in English manufacturing districts early in last cen- 
tury, consisted of bills of exchange; some of which had a hundred 
names on their backs by the time they became due. The only other 
considerable currency easily accessible consisted of notes issued by 
local banks; so many of which had got into trouble, that people 
often felt themselves able to judge the security given by the names 
on the back of a biU, better than that offered by a neighbouring 

1 As Dana Hortojtx has pointed out (Introduction to TM Stiver Pound) “the 
standard currency” refers sometimes to a standard of fineness of the dominant 
corns, Sometimes merely to the com, m which accounts are commonly kept, 
whether it is full legal tender or not; sometimes to the money which is full legal 
tender, whatever its constitution. 

* But sometimes the annual rate, or value of money, quoted is for “short 
loans ” for a few days, or agam for “money at call,” that is liable to be demanded 
for payment during the day, or for a loan “over-night”; t,e, from near the end 
of busmess hours on one day to near the beginnmg on the next. The context 
shows in each case which period is meant; and it is convenient for the purposes 
of the Money Market to speak of the amount of ready command overitmoney 
that bankers and others are inclined to lend on any of these terms, as the 
“amount of money” that is available for it. 
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bank. But since a bill of exchange cannot pass freely from hand 
to hand, unless everyone to whom it is tendered, knows at least 
one of the signatures on it; and^smce there is no easy megfns of 
ascertaining whether this condition is satisfied in any particular 
case, even such bills of exchange are better described as substitutes 
for currency than as money or currency. • 

It is further 130 be noted that a biH of exchange grows in value 
during each day of its approach to maturity in which it is held 
by any one: that is to say, it is a source of income while held, as 
well as a means of discharging a monetary obligation when occasion 
arises. In this respect it is even less properly to be classed as pure 
money than is a good cheque: for there is no similar gain to be 
got from holding a cheque. 

A bank is bound to pay currency, when demanded on presem 
tation of a cheque but the holder seldom desires to draw any 
considerable quantity of currency, unless in order to pay wages. 
A considerable cheque is almost sure to be handed, as a business 
or other transaction, to some one else; with the effect that its 
amount is added to the credit of that person at his bank, and 
deducted from that standing to the account of the drawer of the 
cheque: there has been no transfer of cash, but payment has been 
made by the transfer of command over cash; and this is commonly 
expressed by saying that it is paid in bank moneys. 

3. The functions of money can he efficiently discharged only 
when its general purchasing power is secured against violent 
cha'nges^ 

For immediate (current) business money needs only to be a 
clearly defined, easily handled, and generally acceptable medium 
of exchange. These conditions can be satisfied by anything which 
has obtained adequate prestige from custom, or from the edict of 
a pubhc authority, even though it is not capable of^perfocming 

^ A bank of deposit originally was the house of a goldsmith or other banking 
house with whqm valuables were deposited for safe custody, and when, for 
instance, the famous Bank of Amsterdam issued transferable certificates of 
ownership of any such deposits of cash, the deposits were not unjustly called 
“money” so long as the bank was faithful 

* The present section is reproduced from an article on “Remedies for fluctua- 
tions in neneral prices” m. The Contemporary MevteWf March, 1887: some of it is 
also included in the remarks on the measurement of interest on capital m mj 
Principles t VI, vi, 7. 
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any other direct service, and would be valueless but for this 
prestige. The credit derived from prestige is sometimes rather 
frail f partly because it is liable'^ to be undermined by an undue 
increase m its quantity: and, for this'reason, nothing has been a 
perfectly satisfakory medium even for immediate business, unless 
its supply has been controlled more or less closely; by its cost of 
production, or by<8ome other cause less unstable than oustoM or 
piiblic^'ordmance. Of course no hard and fast lino can be drawn 
between that stability of value which is required to make a currency 
act as a satisfactory medium of exchange for immediate business, 
and that which is required to enable it to act fairly well as a 
standard or as a store of value for long period contracts and 
deferred payments. The difference is one of degree; but its general 
character is defimte^. 

As has just been indicated, the chief functions of money fall 
. under two heads. Money is, firstly, a mexlium of exchange for 
I bargains that are completed almost as soon as they are begun; 
it IS a ''currency’’; it is a material thing carried in purses, and 
"current” from hand to hand, because its value can be read at a 
glance. This first function of money is admirably discharged by 
;gold and silver and paper based on them 

The second function of money is to act as a standard of value, or 
standard for defened fayments — that is, to indicate the amount of 
general purchasing power, the payment of which is sufTiciont to 
discharge a contract, or other commercial obligation, that extends 
over a considerable period of time : and for this purpose stability of 
value IS the one essential condition. The term " stability of value ” 
IS indeed incapable of exact definition. For when some prices 
have risen and others have fallen, the resultant change in the 
purchasing power of money cannot be ascertained exactly. This 
matter will be further considered in the following two chapters. 

Much of the importance of having a good standard of cTefci'red 
payments is peculiar to modern times. In early stages of civiliza- 

^ It may be noted that a medium of exchange is the concrete form of a common 
dcTiominatoT of value for immediate business, and the function of a store of value 
is most efficiently performed by a concrete thmg, which seta a good standard of 
value for deferred payments: these two pairs, concrete and abstract, may b© 
regarded as the counterparts of one another in regard to short-period and long- 
period transactions respectively. Money has served minor functions, more or 
less akin to these four fuU accounts of the whole are given by Prof. Carl Menger 
under the head “Geld” xn the Eandworterhmh der Staakwissemchaftm* 
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tion business arrangements |eldom looked far ahead, contracts to 
make definite payments at distant times were rare and-unimportant. 
But a great deal* of our modern business life is made up of •such 
contracts. Much of the inco’me of the nation goes to its ultimate 
recipients in the form of fixed money payments on Government 
bonds, on the debentures of private companies, on mortgages and 
on long leases. !inother larger part consists of planes and wages, 
any change in the nominal value of which involves great friction; 
so that as a rule the nominal rate remains unchanged, while the 
real rate is constantly flucluating with every change in the pur- 
chasing power of money. 

And, lastly, the complex nature of modern trade and industry 
puts the management of business into the hands of a comparatively 
small number of men with special abihty for it, and most people 
lend the greater part of their wealth to others instead of using it 
themselves. It is therefore a great evil that whenever a man 
borrows money to be invested m his business, he speculates doubly. 
In the first place he runs the risk that the things which he handles 
will fall m value relatively to others — this risk is inevitable; it 
must be endured. But in addition he runs the risk that the standard 
in which he has to pay back what he has borrowed will be a different 
one from that by which his borrowing was measured. 

We are vaguely conscious that an element of speculation is thus 
unnecessarily introduced into life, but few of us, perhaps, realize 
how great it is. We often talk of borrowing or lending on good 
security, at say 5 per cent. If we had a real standard of value 
that could be*done; but, as things are, it is a feat which no one 
performs except by accident. Suppose, for instance, a man borrows 
£100 under contract to pay back £105 at the end of the year. If 
the purchasing power of money has meanwhile risen 10 per cent, 
(or, which is the same thing, general prices have fallen in the ratio 
of ten to eleven), he cannot get the £105 which he has to pay back 
without selling one-tenth more commodities than would have been 
sufficient for the purpose at the beginning of the year. Assuming, 
that IS, that the things which he handles have not changed in value 
relatively to things in general, he must sell commodities which 
would have then cost him £115. IO 5 . in order to pay back with , 
interest his loan of £100 ; he has lost ground unless the commodities 
have increased under his hands 15J per cent. While nominally 
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paying 5 per cent, for the use of his money, he has really been 
paying 15| per cent. 

On the other hand, if prices had risen so much that the purchasing 
power of money had fallen 10 per ceiit. during the year, so that 
he could get £10 for things which cost hipa £9 at the beginning of 
the year— that is^ £105 for things which cost him £94. 10^. at the 
beginning of the year; then, instead of paying 5 per cent, for the 
loan, he would really be paid 6| per cent, for taking charge of the 
money. 

The consequence of this uncertainty is that when prices are 
likely to rise,«people rush to borrow money and buy goods, and 
thus help prices to rise; business is inflated, it is managed reck- 
lessly and wastefuUy ; those working on borrowed capital pay back 
less real value than they borrowed, and enrich themselves at the 
expense of the commumty. 

Salaries and wages, unless when governed by a sliding scale, 
generally retain their nominal value more or less fixed, m spite of 
trade fluctuations; they can seldom be changed without much 
friction and worry and loss of time. And for the very reason that 
their no min al or money value is fixed, their real value varies, and 
varies in the wrong direction. It falls when prices are rising, and 
the purchasing power of money is falling; so that the employer 
( pays smaller real salaries and wages than usual at the very time 
' when his profits are largest m other ways, and is thus prompted 
to over-estimate his strength, and engage in ventures which he 
wiU not be able to pull through after the tide begins to turn. 

When afterwards credit is shaken and prices begih to fall, every 
one wants to get rid of commodities and get hold of money which 
is rapidly rismg m value; this makes prices fall all the faster, and 
the further fall makes credit shrink even more, and thus for a long 
time prices fall because prices have fallen. At such a time employers 
cease 4}heir production because they fear that when they dome to 
sell their finished product general prices will be even lower than 
when they buy their materials; and at such times it would often 
be well for both sides and for the community at large that the 
employes should take rather less real wages than m times of pros- 
perity. But, in fact, since wages and salaries are reckoned in money 
which is nsing in value, the employer pays higher real wag^s than 
, usual at such a time unless he can get money wages reduced. This 
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is a diiGficiilt task, partly beceuse tbe employes, not altogether un- 
reasonably, fear that when nominal wages are once let down they 
Will not be easily raised. So they are inchned to stop work rather 
than accept a nominal ^eduction even though it would not be a 
real one. The employer, on his part, finds a stoppage his easiest 
course; at all eirpnts, by diminishing production*he will help to 
improve the market for his^own goods. He may not happen to 
remember that every stoppage of work in any one trade diminishes 
the demand for the work of others; and that if,iall trades tried to 
improve the market by stopping their work together, the only 
result would be that every one would have less of eVer3rthing to 
consume. He may even think that there is a fear of general over- 
production, not because he is prepared to say that we could have 
too much of everything at once, but because he knows that when 
a long period of peace and invention has increased production 
in every trade, the volume of goods rises relatively to that of 
money, prices fall, and borrowers, that is, men of business, 
generally lose. 

A distinction must be made between fluctuation of general prices 
which come and go quickly and those whose period is long. Short- 
period fluctuations practically efface themselves when we compare 
the mean prices of successive decades, but are conspicuous when 
we compare prices in successive years. Long-period fluctuations 
do not show themselves clearly from year to year, but stand out 
prominently when the mean prices of one decade are contrasted 
with those of other decades. They are chiefly caused by changes 
in the amounts of the precious metals relatively to the business 
which has to be transacted by them, allowance being of course 
made for changes in the extent to which the precious metals are 
able at any time to delegate their functions to bank-notes, cheques, 
bills of exchange, and other substitutes. And they would certainly 
be much mitigated if each decade's supply of the metalhc basis 
of our currency could be made umform — ^.c , to grow proportion- 
ately to our commercial wants. Some tendency m this direction 
would be exercised by the addition of silver to gold as the basis 
of currency* but there is no security that the yield of the silver 
mines will be great when that of the gold mines is small. History 
indeed indicates that the probabihty is the other way, for, when 
a new country is prospected, silver mines are often found in one 
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part and gold m another, while some^tnines produce both gold and 
silver^. 

It has often l^een suggested that the supply of a nation’s currency 
itself might ultimately be so adjusted -as to fix the purchasing 
power of each uhit of the currency closely to an at>solute standard. 
In spite of the severe criticism to wliich this suggestion has been 
subj&ted, there seems no good ground for regarding it as wholly 
impracticable. bu|^ many long and tedious studies, stretching per- 
haps over several generations, and many tentative experiments 
moving cautiously towards the ideal goal, would need to be taken 
before any large venture in this direction could properly be made. 
We are at present concerned only with the main idea which under- 
lies such suggestions. 

That idea is that there are some long term engagements in which 
both sides might desire to avoid dangers, which inevitably attach 
to a gold standard. It might be to the advantage of all that 
governments, when borrowing funds, should give to investors the 
choice between an income of a certain quantity of gold com* and 
an income of gold coin (or other currency), which would give 
command over fixed quantities of specified chief representative 
commodities. 

1 This statement is illustrated m the ConUmporary Review, March, 1S87, by 
a diagram which shows that the great variations m general prices between 178*2 
and 1885, which were recorded m the standard tables of Jevons and Sauerbeck, 
would not have been much diminished if prices had been reckoned half m silver 
and half m gold, instead of m gold alone 

Somethmg is said m Appendix A as to the inconveniences of barter and the 
services rendered by even crude forma of money. 



CHAPTER II 


THE MEASUEEMENT OF GENERAL 

PURCHASING POWER 
% 

1. The term general purchasing power'' is elastic its 
context must indicate tohether it is to he interpreted broadly 
or narrowly. In regard to distant times or places^ its best 
measure is often in terms of unskilled labour, or of a staple 
grain. • 

The term 'Hhe general purchasing power of money” is usually 
and reasonably taken to mean the power which money has of 
purchasing commodities in a country (or other place) in those 
proportions in which they are in fact consumed there. An increase 
in the price of wool would greatly diminish the purchasing power 
of money if it occurred near either of the Poles, but not if it 
occurred near the Equator. 

It is of course impossible to reach even approximate measures 
of the extreme changes m the relative values of things, which are 
met as one passes from a cold to a hot climate, or from a backward 
to a highly civihzed country. Such changes alter fundamentally 
the character of man’s requirements. Few of the things, which 
a well-to-do Londoner buys now, could have been had at any 
price by a priniitive monarch; and not very many of the others 
would have been fully appreciated by him^. 

Therefore comparisons of the purchasing powers of money in 
widely different phases of civihzation have often been based on 
the earnings of unskilled labour, on the price of a staple food- 
gram; or, though more rarely, on a combination of the •two. 
Records of prices of staple gram have a double significance. They 
are the most important among the records of the prices of com- 
modities, and they tell much of the value of human life. For in 
every age except our own, by far the greater part of the wages 
of ordinary labour has been generally taken out in these grams: 
and by^ar the greater part of that produce of the fields, which 

^ A few observations bearing on some of these matters will be found m my 
Pnnmphs of Economics, II, ii, 6; III, iv and vi. 
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the actual cultivators m past times Eave retained for themselves, 
has consisted of them. Further^ the methods of raising gram have 
remained nearly constant throughout the ages • and, though power 
generated by g'team is now being used te control the movements 
of multiple ploughs and other heavy rnachmery over the fields, 
yet the work ol the agricultural labourer still s<^s the standard 
of value for muscular effort controPed by ordinary intelligence 
and not requiring any rare manual sInIP. 

Hence it arises that the wages of ordinary labour and the price 
of the standard gram in the country, or district, under observation 
were commonly taken as representatives of value in general. Such 
a course would be wholly unreasonable now in regard, to any 
country of the western world, and especially in regard to Anglo- 
Saxon countries. But it was reasonable in the times of Adam 
Smith and Eicardo, and it is necessary to interpret “classical” 
doctrines as to value by reference to it^. 

Eicardo defended the provisional adoption of gold as the 
measure of value, on the ground that its production called for 
the services of capital and labour in about equal proportions®. 
And advances were made a little later towards a statistical measure 
of general purchasing power by Joseph Lowe, 1822; and by 
G. Poulett Scrope, 1833. Both of them wrote before the shadow 
of the great French war had passed away: they prepared the way 
for Tooke’s great E%story of Fnces pubhshed in the middle of last 
century^. 

^ Of course many agricultural labourers, still working for low pay, bare more 
mtelligence and power of initiative than is required m the simpler parts of some 
of the tasks of buildmg, and some other industries which rank as artisan work, 
and receive higher remuneration. But these parts cannot be conveniently 
separated from others for which skill is wanted, A medical man leasonably 
charges full fees for visits, m winch he has no occasion for more recondite 
knowledge than is possessed by an exiierienced nurse 

* Locke, wntmg two generations earlier had said ‘‘That grain which is the 
constant general food of any country is the fittest measure to judge of the 
altered value of thmgs in any long tract of time . and therefore wheat here, rice 
m Turkey, etc , is the fittest thing to reserve a rent m, which is designed to be 
constantly the same for all future ages. But money is the best measure of the 
altered value of things m a few years; because its vent is the same and its 
quantity alters slowly ” See Considerations of the lowering of interest and raising 
the value of money , Works, Vol. v, p, 47, 

» Principles of Political PJconomy, a.d. 1817, Chap, i, Sect, vi; and 
Chap in. 

* Reference may be made also to Rogers’ well known History of A.griculture 
and Prices in England^ covermg the thirteenth, and three succeedmg oentunes, 
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2. Further diffimlties 4n compariso^is of the purchasing 
poioer of money at distant places and at distant times, ^ 

It must be admitted tbab histories of pnces are of httle service 
in attempts to compare the economic conditions bf the people in 
a modern western country with those which prevailed in earher 
times. The ca?eful statistical inquiries of Rogers and others in 
this direction do not, and indeed cannot, reckon with such facts 
as that a fairly good watch can now be bought for four shiUings; 
that a newspaper containuig several thousand? of words of matter 
(other than advertisements) can be bought for a half-penny; and 
that an excursion ticket costing but a few shillings will enable a 
working man to spend a holiday at a distant seaside resort. 
Indeed they throw but little light on the influences which me- 
chanical and other inventions have exercised on the purchasing 
power of wages, since the time when mediaeval conditions gave 
way to the general freedom of life and work^. 

Measures of general purchasing power are indeed of little use 
in comparing the benefits which the possession of much property 
or a large income confers on its possessor in advanced and in 
backward countries. So far as social prestige is concerned, the 
benefit which anyone gets from an income ten times as large as 
the average, depends but very httle on the purchasing power of 
money. And, in so far as a large income is regarded as the means 
of obtaimng direct personal benefits, its influences have changed 
greatly in recent times. 

and to d’Avenel’s masterly Eistoire dconomique d& la proprieU. .et de terns Us 
prix en giniral, 1200-1800- A long list of similar instones is given in the article 
on “Pneea (History)” by Prof Piux m Palgrave’s Dictionary of Political 
Economy, See also Appendix B, below. 

^ It may however be worth while to quote a statement by an exceptionally 
acute observer of the suffermgs caused by war a century ago. Lowe, State of 
England,^ 1822, pp 271-3, says “War enhances commodities in various ways: 
First by the addition of a tax to the price of an article; next by a genSral use 
in labour from the demand for men for Government Service, whether in the 
field or in the preparation of clothes, arms and other warlike stores; and lastly 
by the interruption of mtemational intercourse. If these causes had a serious 
operation on pnces in the sixteenth and seventeenth centuries their effect has been 
greatly mcreased by the adoption of the fundmg system, smee which the scale of 
military expenditure has been enlarged in every country of Europe ” He insists 
that any anticipation of the future of pnces must be difficult and uncertain 
For “ on the one hand what a prospect of faU is held out by the apphoatxon oi 
improved machinery to the American mmes, and the introduction of bank 
paper on the Contment of Europe. On the other what a counterpoise from the 
prospect of increased population, or the recurrence of a state of war.” 
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In short, a complete solution of ihe difficulties involved in 
attempts to ineasure changes m the value (t.e. the purchasing 
power) of money at a given place is not in sight" Even when the 
problem is nar^iowed to changes ranging pver but short periods 
of time, and confined to a single district, it seems to defy all 
efiorts, whether coining from expert statisticians, from expert 
mathematicians^. ^ 


3. Broad and well organhed information as to pHces is 
confined for the gf eater part to wholesale dealings. But much 
information as to their relations to retail prices in ordinary 
household goods is diffused by the experiences of working- 
men's co-operative societies. 


From the pomt of view of the general consumer, measures of 
the purchasing power of money should be based on retail prices: 
and it is possible that the printed lists of large “co-operative” and 
other stores may ere long be used for this purpose. But lists of 
prices adjusted to the inchnations of inexpert buyers would in 
any case be hable to difficulties of interpretation on account of 
vagueness and other defects. Therefore the best sources of in- 
formation for our present purpose are records of wholesale prices 
of standardized commodities and these are, from the nature of 
the case, almost exclusively either raw materials, or elementary 
manufactures, few of which are suitable for the needs of ultimate 
consumers. Nevertheless these wholesale statistics afiord, with 
few exceptions, the best indications available of changes in the 
general trend of retail prices: and they are generally used for 
that purpose. 

There are however a few retail prices of goods sufficiently 
standardized for use m this connection: and they have the ad- 
vantages of being free from ambigmties, and of being open to the 
direct* obseiwation of the general pubhc. There are also a few 
raw and hah finished products, which are sold m open market: 
such are cotton, wool, iron, grain, etc. Moreover the extension 


f - Those who^ would follow its mathematical mtnoacies are referred to three 
ifmomnda wrUten in 1887--9 by Prof Edgeworth, actmg as Secretary to Com- 
British Association, also to The purchasing power of money, 191 L 
and Stabilizing the dollar, by Prof Fisher of Yale University; and to Money 
and 1907, by Prof. Kemmerer of CorneU. Note may also be of an 

article on Modes of constructing index numbers,” by Prof Flux in the Quarterly 
Journal of Economics, 1907 
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of ‘'Co-operative Stores” ifas disseminated much information 
among the working classes as to I^Jie relations between wholesale 
and retail prices: the commqn arrangement that official positions 
in them circulate at least as rapidly as is consistent with efficiency, 
tends to diffuse some knowledge of the relations among (i) actual 
costs, (u) wholemie prices, and (in) retail prices. ^ 

The general pubhc already has access to fairly* trustworthy and 
definite information as to movements of the retail prices of (1) the 
more elementary kinds of food and drink (except in so far as they 
may be affected by special imposts); (2) house-room; (3) boots 
and simple manufactures of wool, cotton and linen; and (4) means 
of locomotion. In coming times the number of trustworthy general 
price-hsts of partially standardized commodities may probably 
be much larger than now. But of course the larger the number 
is, the less trustworthy will be inferences drawn from the list as to 
changes in general prices: for the simpler a commodity is, the 
more hkely is its name to represent nearly the same thing at 
distant times. A complex product, that was commonly used in 
one age, is likely to differ greatly from the thing that passes by 
the same name m another age^. 

4. The average changes of prices, starting from a rather 
distant date, are shown hy index numbers'' representing 
the percentage proportions ofparticidar prices in each suc- 
cessive year to the ])rices at that date. Weighted" index 
numbers. 

The purpose of an “index number” is to use authoritative hsts 
of wholesale prices of certain leading commodities as representative 
of all prices, and the average of their changes. The results thus 
obtained may be interpreted, and perhaps modified, by means of 
a special inquiry: and thus may be constructed mdex numbers 
representing the general purchasing power of money from the 
point of view of agricultural labour, or of unskilled labour 
generally, or of skilled artisan labour; or again of any particular 
class of Government officials. 

The purpose of the list being to show the percentage changes 

^ Even now the oxen, that supply most of the meat (other than bacon) which 
IS eaten bj the people in central Europe, would not find a ready sale in a London 
market and mutton is not eaten by the well-to-do-classes: but bacon of fairly 
good quahty ia generally accessible 
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I, n, 4. from year to year in the selected prices^ a particular year, say, 
1850, is chokn as the basis, if is called the basal year.” The 
pnce m that year of each commodity (or group of commodities) 
to be consideri^d is set at 100: the price of the commodity in each 
subsequent year is translated into its percentage of the pnce in 
the basal yearf and this percentage is entered the price-list 
against that ye^r. Simple averages of these percentages for 
each successive year constitute a list of “arithmetical index 
numbers.” «5 

But, unless care is taken in the selection of prices to be thus 
treated, the result may be misleading: for an increase by one-half 
in the price of an unimportant commodity, may be of less im- 
. portance than an increase by a hundredth part in the price of, 
say, steel. Therefore wholesale prices of leading commodities, 
either raw materials, or elementary manufactures (such as staple 
yarns), are taken as representative of all others. The further task 
of estimating the costs of working them up into complex finished 
commodites is not at present capable of treatment by any simple 
rule: though in some cases, as for instance m that of elementary 
cotton goods, that can be done. 

On this plan everything, which has a separate column in the 
list, counts on equal terms with every other, the hst is therefore 
said to be “simple” or “unweighted.” So a further step is often 
^ taken: the figures in every column are each multiplied by a 
number which represents approximately the importance, or 
“weight” of the commodity with which it is concerned: and the 
average of these for any year is called a “weighted arithmetical 
index number.” 

A weighted arithmetical index number shows the amount of 
money which would need to be spent m each year of the period 
to wMch it relates, in order to purchase the amounts of the several 
products entered on its lists, that could have been purchased for 
a given sum, say £100, in the basal year. That is one of its great 
merits; its second chief merit is the relative sindplicity of the 
calculations required for it: by virtue of them it retains its place 
as the dominant measure of purchasing power. But a mere change 
in the basal year changes its details, and may even modify its 
general character. 

In spite therefore of the simplicity of the Arithmetical Mean, 
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Jevons and some others have preferred the Geometrical Mean, 
which represents ratios of prices aijd not their amoimt. It is always 
consistent with itseK: but it is not in close touch with reahty^. 

^ The geometrical mdex Aumber is constructed nearly in' the same manner 
as the arithmetical The pncfe of each thmg (or group of things) is set at 100 
for the basal yeai^ But the correspondmg figure for a su^isequent year is not 
the ordinary (“aniSimeticar’) mean of these numbers It is their geometncal 
mean: that is it represents the average of their propor&onate changes. This 
may be illustrated by a special mstance* — ^The anthmetical mean of 2 and 32 
IS one half of 34; that is 17. But their geometncal mean is the square root of 
the number, 64, which is obtamed by multiplymg them together, that is, it is 8 
It is however to be noted that there is no great difference between the anth- 
metio and the geometrical means of two numbers whose proportions are not 
very different. Eor mstance the arithmetical mean of 900 and 1024 is 962 
while their geometncal mean is the product of 30 (the square root of 900) and 
32 (the square root of 1024) that is 960. A third mean the “Harmonic** is not 
smted for the purpose of measurmg general changes m the prices of com- 
modities. 



CHAPTER III 


MEASUREMENT OF VARIATIONS IN THE 
PUE^CHASING POWER OF MONEY 

1. in the construction of an index mimher which 

will truly represent the purchasing power of money even at a 
single time and for a single place. 

An ideally perfect unit of general purchasing power is not 
merely unattainable* it is unthinkable. For the effective value 
of money to each individual depends partly on the nature of his 
wants. A rise in the price of meat, accompanied by an equivalent 
fall m that of bread, adds to the purchasing power of the wages 
of those who are unable to buy much meat in any case. To a 
well-to-do bachelor the price of the necessaries of life is of very 
little importance: though, if with the same income, he had to find 
food and clothing for a large family, he might regard a fall in the 
price of luxuries, accompanied by even a small rise in that of 
necessaries, as a diminution in the purchasing power of money. 
What we must mean by a unit of purchasing power for, say, the 
United Kingdom, is merely that which will give an approximately 
uniform means of satisfying his wants to the average consumer. 
[To fix the ideas, the average consumer may be taken to be a 
family of five persons, which consumes a ten millionth part of 
everything that is consumed by the fifty million inhabitants of 
the country in question.] 

The simplest plan as we have seen is to select a number of 
representative wholesale articles and to add together their prices 
at differenti^times. The next step in advance is to estimate the 
importance of each commodity by the mean of the amount spent 
on it at the different periods under investigation. This importance 
or weight is then multiplied into the change in price of the com- 
modity. For instance, if the value of the pepper consumed in an 
average year in England is £500,000, and that of the tea is 
£20,000,000, then a rise in the price of tea by 1 per cent.® counts 
^ for as much as a rise in the price of pepper by 40 per cent. If the 
weight of pepper is taken as equal to 1, that of tea must be 40. 
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A tMrd step is to allow in *lie weights of particular commodities 
for the values of things whose prices are governed’ in the main 
by the same causes, but which change in character so that ^here 
can be no continuous record of their prices. Thu^, for insl^ance, 
the weight allowed for cloth of a standard quahty might well 
include the va4jies of many woollen and worsts manufactures, 
which change their forms with every breath of fashion. Alter- 
natively wool might be counted instead of the things made of it, 
and the change in the cost of weaving a yar^ of standard cloth 
might be taken as typical of changes in the cost of other branches 
of manufacture^. 

It is however to be remembered that the weights thus assigned 
are relative to ordinary conditions; and do not represent the 
absolute importance of the several commodities. Thus the cost of 
drinking water is almost neghgible as a rule: but on rare occa- 
sions its value rises nearly to the level of the value of life. A rise 
in an index number, m which agricultural products are prominent, 
may indicate a considerable fall in the purchasing power of money 
from the point of view of the artisan, and even of the agricultural 
labourer; though it brings great gain to the farmer in the jhrst 
instance, and the landowner in the second. 

To take another illustration: — ^If one-j6fth of the wages of an 
artisan family will produce an adequate supply of their staple 
food at its normal price, a rise of 300 per cent, in the price of 

^ A method frequently used is intermediate between these two No attempt 
is indeed made to assign exact weights to the several commodities: but small 
commodities are •reduced somewhat in importance relatively to large by the 
method of grouping That is, several small commodities, whose pnces are 
subject to somewhat similar influences, are grouped together: the average of 
their pnces is taken, and is entered in the table as a smgle price for a compound 
commodity. If the group is still not sufficiently weighty to bo reckoned on an 
equahty with very important things, such as wheat and cotton, then the prices 
of each several varieties of wheat, cotton, etc , may be entered m a separate 
column; and the mdex number so oh tamed will show what may bo cabled an 
adjusted mean. This course has been followed m the standard mdei number 
of Jevons and Sauerbeck for Engbsh pnces, as well as m many of thei chief 
index numbers of other countries See Jevons, Inveshgattons m Currency and 
Finance; and Sauerbeck’s articles in the Statistical Journal, 1886, and m the 
Economic Journal, 1896. The “unweighted” mean corresponds to a suffrage 
m which every man has one vote and only one. The “weighted” mean to one 
m which each votes in proportion to his supposed mterest m the state, on the 
so-called jomt-stock company principle. The method just descnbed corresponds 
to that <4. the old Prussian suffrage in which every citizen had one vote, but if 
his contribution to the public revenue was small he was put mto a class whose 
collective vote counted for little m proportion to its numbers. 
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I, m, a. that food will still leave them a margii beyond the bare necessaries 
of hfe. But if its price had been so high relatively to their wages 
that they needed to spend four-£fths of their wages on it in normal 
times/then a ri^ie of 30 per cent, in its price would inflict on them 
grievous himger followed by weakness-, if not by illness, and 
anyhow by mca^acity to do full work and earn full wages. 

There is of course no comparison between the evils inflicted on 
the unskilled labourer by a nse in the pnce of his food at the 
beginning of last century and now. Even if we look at the skilled 
labourer, whose wages have generally shown some margm above 
necessaries, we should regard the social equivalent of a rise in 
the price of the staple grain as under-estimated, when it is 
measured by the percentage of the worker’s mcome which the rise 
takes from him. On this plan fluctuations of 10s. in the price of 
a quarter of wheat now, would be regarded as an evil about equal 
to fluctuations of 5s. m that price at the beginning of last century; 
and not of about 25s., as they would be on the plan of reckoning 
the evil as varying with the percentage of the normal price in- 
volved in the change. 

2. The same set ofpi'ice changes may affect different classes 
of a nation in very different ways. “Index numbers,” 
wetghted in accordance wtth the shares held by various goods 
in ioorUng-men’s consumption, are of special significance in 
connection with “worTdng-men's budgets.” 

The general purchasmg power of money should properly be 
measured by reference to the retail prices paid by the ultimate 
consumers of fimshed commodities But this course would be 
difficult in nearly every case, and impossible in many. Conse- 
quently recourse is generally had to trade-price-lists of leading 
raw commodities, together wn/h a few staple elementary manu- 
factures. This method makes for simplicity; and mdeed'its use 
is almost inevitable^. 

» The wholesale paces of important, fairly well standardrze'd, raw products 
are recorded from time to time (m some oases from day to day) m trade journals 
and m some others, but there is not and there cannot be any ooixespondmsr 
exact knowledge as to retail paces. There are several reasons for this- which 
fall into two groups ' 

One group is related to the enormous variety and complexity finished 
products. The other is related to differences among the services which are 
rendered by retailers who cater for different classes of trade; in fact the services 
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This difficulty is in some" degree met by the collection of 
numerous “working-men^s budgets/’ each of which represents 
the details of the expenditure of a* careful family. On this b^sis 
it is possible to set up a special measure of the purt^hasing pSwer 
of money in terms of the retail prices of ordinary mexpensive 
commodities * wl^ch may afford a useful check on inferences drawn 
from wholesale prices. If however it is used as, a substitute for 
such inferences, and not merely as a subsidiary check to them, 
it is apt to mislead^. ^ 

In such budgets, rates are commonly taken with rents: and, 
so interpreted, rent now includes as a rule charges for a practi- 
cally contmuous and unlimited supply of water delivered to the 
consumer almost without effort on his part, for the removal of 
sewage, etc., and for very expensive lighting and paving of streets. 
If the working-men’s dwelhngs had been supphed with these ad- 
vantages even a few generations ago, when iron pipes and hght 
of a given candle power cost very many times as much as now, 
the cost of these neglected trifles might have more than doubled 
the rent required of them for each thousand cubic feet of 
room^. 

of one retailer may be rendered more cheaply than those of another, though his 
pnces are lower. A well-mformed customer, whose tastes are critical, and scorns 
crude display, will often dehberately elect a shop in which high prices prevail, 
because ho has reason to expect that he wiU there be afforded an opportunity 
to select thmgs exactly adapted to his mdividual needs and tastes. 

^ A working man is sometimes tempted to understate his wages, sometimes 
to overstate them. But he is almost always under some mducement to over- 
state the prices which he pays for his household goods, and especially for meat 
Anyone who has watched the prices at which meat is sold m the working-class 
quarters of large towns, especially on Saturday night, will not beheve that the 
average pnce per pound is nearly as high as is commonly entered in workmg 
class budgets. No doubt much of the meat is of kmda which no one would be 
proud to say that he had bought. But it is wholesome, and probably much 
better on the average than meat which the same classes used to buy, m earlier 
times, if they bought fresh meat at all. 

2 The foMowmg statement is taken from The Month's Work of jthe Depart- 
ment of Labour, March 1920, as to the measurements of changes m the cost of 
living published in the Labour Gazettez 

The statistics dejanitely relate to working-class conditions, and include the 
prices of food, clothing, fuel and light, as well as rent and other items. 

The figures relating to the pnces of the pnncipal articles of food are based 
on information collected from representative retailers mciudmg Co-operative 
Societies, large multiple firms and private shopkeepers conductmg workmg-class 
trade m 630 towns and villages. The total number of retailers, including Co- 
operative Sbcieties, apphed to is about 5500, but this number is not a full 
indication of the basis of the Betums. In many oases the prices given by a 
retailer relate to several shops; m many cases, too, pnces are so regulated by 
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We may conclude then that estimates of the general purchasing 
power of money from the point of view of any class of society 
shotild in the main be derived from a list of wholesale prices of 
things which fare consumed by that class, or which contribute, 
as steel rails do, towards services which it needs. On this founda- 
tion there may be built a superstructure of inf^ences as to the 

Food Control Ordefs or by voluntary understandings on the part of retailers, 
that an article is sold at a uniform pnce throughout a locahty. 

The foodstuffs mcluded in this hst of principal articles are beef, mutton, 
bacon, fish, flour, bi^ad, potatoes, tea, sugar, milk, butter, margarine, cheese, 
and eggs. These normally account for over three-fourths of the total family 
expenditure op food, and the mclusion of a greater number of articles of rela- 
tivd.y mmor importance would not materially affect the average percentage 
increase The most important omission is that of fruit and vegetables (other 
than potatoes), which it is impracticable to include in a series of reljail prices 
mdex numbers. 

The percentage increases for the separate articles are combined into a general 
figure to represent the average increase in the level of retail prices by multi- 
plying each percentage by a “weight” based on the relative importance of the 
several articles in pre-war working-class budgets, and dividing the product by 
the sum of these “weights.” 

* Wi m * * ^ 

Returns as to the retail prices of articles of clothing and clothing materials 
are collected through the post from representative retailers (some with many 
branch establishments) m large towns It is, however, very difficult to estimate 
with close accuracy the movements which have occurred in the pnces of articles 
of clothing The primary difficulty is that arising from the necessity of obtaining 
pnces at different dates for articles of the same or similar quality The figures 
are designed to relate to the same qualities of articles or corresponding qualities, 
so far as possible, and to those ordinarily purchased by the working classes 

Statements as to the pnces of coal and gas are obtained regularly each month 
from local correspondents of the Department m 30 of the principal towns. The 
figures obtamed m this way are checked, from time to time, by information 
obtained from a larger number of towns, and it is found that they satisf actonly 
represent the general position 

Estimates are also obtained from various sources — retailers, public announce- 
ments, etc. — as to the mcrease m prices of other items of smaller importance 
from an expenditure pomt of view, including soap, soda, oil, candles, matches, 
brushes, ironmongery and pottery, newspapers, fares, and tobacco, sufficient 
to enable the Department to judge what would be the effect of the increase m 
prices of these items, taken as a whole, on the general percentage jnerease for 
all i^ems * 

In order to arrive at a smgle figure representing the mcrease m the prices of 
all the items taken together, the percentage mcreases under each of the mam 
groups of expenditure are combined m accordance with -their relative im- 
portance In this operation, certain “weights” are used The sum of these 
“weights” IS 12|-, and the “weight” employed in the case of each mam group 
of expenditure is as follows.— Food 7i, rent (mcludmg rates) 2, clothing IJ, 
fuel and light 1, and domestic sundries (soap, soda, domestic ironmongery, 
brushes and pottery, tobacco, fares and newspapers) J The effect of^usmg these 
weights is to obtain the average percentage mcrease m the cost of mamtammg 
the pre-war standard of livmg. 
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additional charges for finisiang the process of production, in case 
the wholesale prices are available only for the earher stages of the 
production; and, in any ease for the costs of retail distnbufion- 
The same foundation will ^erve, in the mam, formal! classes of 
consumers. It will serve also for many problems connected with 
trade, industry ,«and employment, as well as consrSnption. And it 
will lend itself to international comparisons, vihich are fruitful 
themselves, and which are valuable also as checks on the accuracy 
of national estimates* * 

3. The interpretation of index mmhers is impeded hy 
variations in the character of goods and services, which 
continue to bear the same names; and by variations in the 
exchange value of a thing from one season of the year to 
another. 

Passing then to comparisons of the purchasing power of money 
in places under similar climatic influences, and m times sufficiently 
near together to enable us to assume a general similarity in the 
technique of their industries, we have yet to make considerable 
allowance for changes in things which at first sight appear to have 
remained unchanged. An ox or sheep weighs now twice as much 
as it did not very long ago: of that weight a larger percentage is 
meat; of the meat a larger percentage is prime meat and of all 
the meat a larger percentage is sohd food, and a smaller per- 
centage IS water. Again, an average ten-roomed house is, perhaps, 
twice as large in volume as it used to be; and a great part of its 
cost goes for water, gas, and other apphances which were not in 
the older house. For these and similar reasons we ought to strike 
ofi a great deal from the ordinary estimates of the puxchasiag 
power of money in backward countries, and m the earher history 
of our own country. Again, modern facihties for transport have 
not only lowered the cost of each kind of transport. 'they have 
also effected rapid and commodious transport of persons by land, 
air and sea at moderate or low prices. 

Even statistics professing to compare the prices of bread in 
England at different times and places are generally untrustworthy. 
Those who were born m the first half of the nineteenth century will 
recollect’how the bakers’ bread, though more tasty than home- 
made bread when new, would frequently develop an evil savour 


H.M. 
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L in, 3 if kept for a few days how it was seldom of full weight * and how 
the flour was adulterated with potatoes, alum and other things, 
m order to lessen its cost, or to improve its colour, or to cover the 
flavour of mildew. In 1836 indeed Jacob, asked by a Committee 
of the Lords, whether much of the bread called wheaten was not 
made of potato flour, replied, '“I beheve that iJjms, a very good 
bread too” — an answer which compresses together much history^. 

If the quahty of a thing is improved much and its price rises 
a httle, the chai^ge is properly to be regarded as making for 
cheapness; but statistics are hkely to treat it as contributing to 
a rise m geireral prices. Errors of this kind are capable of correc- 
tion by care and thought* and, though no diligence vdll avail 
much, if we attempt to compare two distant periods without 
access to the detailed statistics of intermediate times; a little can 
be done by systematic analysis of statistics. A new commodity 
almost always appears at first at something hke a scarcity price; 
and its gradual fall in price can be made to enter year by year 
into readjustments of the unit of purchasing power; and thus to 
represent fairly well the increased power of satisfying our wants 
which we derive from the new commodity No notice of the new 
commodity would be taken in fixing the unit on the first occasion 
of its appearance in the price hst. Suppose this to be on the first 
of January, 1920, then the unit for 1920 would be made up so as 
to give the same purchasing power of commodities, other than 
the new one, at these prices as the last unit did at the prices of 
a year ago. But before making up the unit for 1921, the weights 
in the umt for 1920 would be shifted a httle, so as to allow for 
the new commodity; and then the unit for 1921 would be made 
to give the same purchasing power of all commodities, including 
the new one, as did that for 1920 

A somewhat similar difiElculty arises, when a thing is supplied 
at a* time ’of the year at which it used not to be available. Tlie 
best plan seems to be to regard it as a new commodity when it 
first appears out of its old season. Suppose that at one time 
strawberries were to be had only m June, their average price 
being Qd, Suppose further that by improved methods they are 

^ He added that bread was cheaper in Pans than in London, because the 
London millers have a monopoly, “the bakers are poor and the millers are rich 
and they compel the poor bakers, by givmg them credit or something or other, 
to buy their flour of them ” (Q 281, 301-311 ) 
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supplied at Zd, in June, at rather Mglier prices in May and July; 
and at lugh prices .during several oAer months. A crude reckoning 
of average monthly prices would show a rise; whereas in fact a 
great faU would have been effected. 

This class of consideration is perhaps more irqportant than it 
appears at firs^*sight; for a considerable part of the work of 
agricultural and transport industries is now devoted to increasing 
the periods of time during which different kinds of food are 
available. Neglect of these facts has vitiated some of the statistics 
of the purchasmg power of money in mediaeval times^ with regard 
to nearly all kinds of food except grain, when even the well-to-do 
would hardly get so simple a thing as fresh meat in winter. In 
backward parts of England even now fruit is often cheap when 
m its full season but it is dear, if procurable at all, at other 
times. A dealer who makes the supply accommodate itself to our 
wants really sells a superior commodity, and his price, though 
nominally higher, may really be lower ]ust as a coat, which fits 
well and costs £4, may be cheaper than a similar coat that fits 
badly and costs only £3^. 

Several of these cases of divergence between apparent and real 
cheapness of supply are in effect illustrations of the general rule, 
that a true comparison of price levels at different times or places 
must take account of the extent to which the times of supply are 
adjusted to the convenience of the seller or of the buyer. If the 
sellers m effect adjust supply to their own convemence, and leave 
the market bare, when supply is difficult; they may make good 
profits on prices below the direct expenses to which they would 
be put, if they arranged to keep an adequate supply on hand at 
favourable seasons to meet all reqmrements and to maintain 
prices at fairly steady levels. 

It IS therefore doubtful whether any index number ^has b^en, 
or can be constructed, which gives a tolerably correct presenta- 
tion of changes in the general purchasmg power of money for 
universal use. But each, if carefully constructed, is likely to be 

^ In earlier times fresh sea-fish could seldom be ohtamed far from the sea: 
so their puces included but little costs of carnage now costs of carriage, includmg 
allowance for iisks of spoilmg, and the expenses of widespread distribution, 
often exceed by far the pnces received by the fishermen. This source of error 
would be nSich more tban corrected if statistics of early fish prices, took account 
of the costs of sea-fish carried ahve m sea-water to luxurious Roman and 
mediaeval magnates 
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which it has been obtained should be made clear a transparent 
index number can be apphed constructively by a careful worker. 
This consideration is specially important in view of modern ten- 
dencies to venture boldly on estimated and calculations of high 
significance, inVhich index numbers play a part^. such a venture 
may be fairly safe if based on an appropriate index number, but 
perilous if based on another, 'which may perhaps be superior to 
it in regard to a^diSerent purpose. Unless so guarded, the indi- 
cations of a good index number may be less trustworthy than 
those reachM by mere commonsense, working on facts generally 
known. 

It is true, then, that we cannot hope to get a standard of pur- 
chasing power which is free from great imperfections. But it is 
equally true that a perfect standard of length bafHes all the 
resources of science; and though the best standard of value that 
we can get is not nearly so good for its purposes as an ordinary 
yard measure is for its purposes, yet it is an advance on using 
as our standard the value of gold, or even the mean between the 
values of gold and silver, of the same kind, though not nearly 
as great, as the advance of substituting a yard measure for the 
length of the foot of one judge or even for the mean between the 
lengths of the feet of two. 

4. An official unit of general purchasing poiver might he 
of service in connection with long -period ohligations. 

An official index number, representing average movements of 
' the prices of important commodities, might well afford the basis 
for a TJmt of general purchasing power, in terms of which long- 
period obhgations might be expressed: and in this matter the 
State might advantageously lead. The Unit would be derived from 
an official price list by adding together the prices of certain 
quantities of wheat, barley, oats, hops, beef, mutton, tea, coffee; 
together with staple timbers, minerals, textile- materials and 
fabrics and so on. A new contract for interest on loans and other 
long-standing obhgations might then be arranged by free consent 
of both parties to it in terms of the standard unit, instead of money. 

There might also be gradually set up special Units, eacli adapted 
to the conditions of particular classes of industries and trades: 
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Md any of these migtt be aLpted, by consent of both parties 
M the basis of a loan or other engagement, such bargainLouId 
be enforced withoht difficulty by Courts of Law. ° 

Go^rnment should also arrange conditions on Vhich its’ own 
secunt.es might, at the option of any holder, be conveLd C 

rxrh 1 .^ 1 , relatively to the incomes 

Tminan?! " an.income that will 

But fha necessaries and comforts of life 

So afS^lLl T -f^cr 

i«50, and after 1863, brought some pnvations to many who had 
thou|it themselves secure of adequate supplies of necCS 

SS ^ cherished comforts. Such people could have 
made themselves safe against this trouble if they had been able to 

str ofjzr- ” — 


^ See also Appendix B 
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THE TOTAL VALUE OF THE CURRENCY 
" NEEDED BY A COUNTRY." 

I, IV, 3. 1. Functions of a currency. 

Money or ‘"curfency’’ is desired as a means to an end; but yet 
it does not conform to tbe general rule that, the larger the means 
toward a ceriam end, the better will that end be attained It may 
indeed be compared to oil used to enable a machine to run smoothly. 
A machine will not run well unless oiled, and a novice may infer 
that the more oil he supplies, the better the machine will run: but 
m fact oil in excess will clog the machine. In like manner an 
excessive increase of currency, causes it to lose credit, and perhaps 
even to cease to be ‘^current.’’ 

This analogy may seem at first sight to be rather forced. But 
it IS to be observed that* 

A. Money is not desired mainly for its own sake, but because 
its possession gives a ready command of general purchasing power, 
in a convenient form. A railway ticket is desired for the sake of 
the journey over which it gives control. If a railway company 
adjusted its tickets to the lengths of the corresponding journeys, 
a long ticket might be more desirable than a short one: but if 
the lengths of aU the tickets were doubled, the increase of lengths 
would merely cause a little inconvenience. In like manner an 
increase m the volume of a country’s currency, other things being 
equal, will lower proportionately the value of each unit In fact, 
if that increase threatens to be repeated, the value of each unit 
may^fall m^ore than m proportion to the increase already, made. 

B. As a railway ticket is valued in accordance with the length 
of the journey to which it gives access, so currency is valued m 
accordance with the amount of ready purchasmg po‘wer over which 
It gives command. If an extension of the advantage thus gained 
could be acqmred without cost, everyone would keep a large 
command of ready purchasmg power on hand in the form of 
currency. But currency held in the hand yields no income : there- 
fore everyone balances (more or less automatically and mstmctively) 
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the benefits, wMcb lie would get by enlarging bis stock of currency 
in the hand, against those which he would get by investing some 
of it either in a commodity — say \ coat or a piano — ^from which 
he would derive a direct benefit, or m some busmess* plant or stock 
exchange security, which would yield him a money income. Thus 
the total value ^f the currency which a nation hoids is kept from 
fallmg considerably below, or rismg considerably above, the 
amount of ready purchasmg power, which its members care to 
hold m hand. If then the discovery of new mines, or any other 
cause, mcreases considerably the stock of currency, its value must 
fall, until its fall makes the acquisition of increased supplies of 
gold unprofitable. That is, the value of a gold com, freely minted, 
will tehd to be held rather close to the cost of attainment of the 
gold which it contains. 

A country’s demand is not for a certain amount of metalhc (or 
other) currency; but for an amount of currency which has a certain 
purchasing power. Her stock of gold at any tune tends to be equal 
to the amount, which (at that value) equals the purchasing power 
that the people care to keep in the form of gold either in their own 
custody or in their banks, together with the amount that the 
mdustnal arts of the country will absorb at that value. 

If she has gold mines of her own, her stock of gold is governed 
by cost of production, subject to mdirect influences of changes 
m demand for exportation, etc. If she has no gold mines, her stock 
tends to be such that she can absorb it at about the rate of cost at 
which she can make and export commodities which gold~producmg 
countries will *accept m exchange for it: the manner in which 
this adjustment is efiected wdl be considered later on. 

If her stock of gold were fixed by nature’s decree, gold being 
used by her only for currency, all her other media of exchange 
bemg in effect orders for certam quantities of gold; then the total 
value of that gold would be the same whatever its amount.^ But 
gold generally passes from one country to another with perfect 
freedom; and therefore the stock of it, which each country holds, 
adjusts itself to her demand for it as currency and m other uses. 

Its purchasing power withm her territory must bear such a 
relation to its purchasmg power m other countries, that neither 
her imjH&rters nor her exporters find a considerable advantage m 
substituting gold on a large scale for other goods. Therefore her 
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I, W, 2 stock of gold never diverges for any considerable time far from 
that amount wbicli keeps her general level of prices in accord with 
thair of other countries, allowance being made where necessary 
for costs of transport and frontier taxes. 

Of course the total demand for each preciou^- metal is made 
up of the demand for it for use in currency, and the demand for 
it in industrial and personal uses. These uses include for instance 
the service of silver in spoons and silver-plated spoons; and the 
service of gold in watch-chains and in gilding picture frames and 
so on. Each of these various demands has its own law of variation. 
The more difficult of attainment the silver is, the less use of it is 
hkely to be made in each industry, but its power of enabling 
a person to make considerable purchases would be increased by 
a rise in its value. Many people habitually carry on their persons 
and keep in store at home a greater weight of silver than of bronze 
coin, because not many of their needs can be satisfied by the ex- 
penditure of only a few bronze coins^. 

2. In early times it was commonly said that the values of 
> gold and diver are artificial But in fact they are governed 
on the side of supply hy cost of attainment^ and on the side 
of demand hy the needs of people for ready purchasing power 
based on gold and silver^ together with the demand for these 
metals for the purposes of industry and display. 

Observations that the value of a coin often rose above that of 
the metal contained in it, suggested the notion that the value of 
currency generally is ‘^artificiar’; that is, due to convention, 

' custom, or other mclination of the mind. Many centuries passed 
before general attention was given to the dependence of the value 
of each unit of a currency of given volume on the quantity of work 
which the Currency had to do. But a little progress of thought 
in this direction was often made, when either the inconstancy of 
nature's supply of the precious metals, or exceptional recklessness 
on the part of those responsible for the quality of the currency, 
had caused or threatened great changes in general prices. Dis- 

^ These matters are discussed m some detail m the present writer’s Principles 
of BconoimcSt III, vi, and the Notes m the Mathematical Appendix, attached 
to it. also in Appendix 0 of this volume. 
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cussions on tlie value of money were eager, tliongli not well- 
informed, m England when Henr^ VIII debased the currency; 
and again when the mines of the New World sent their first |^rge 
deliveries to Europe: and they rose again to a high level m the 
seventeenth century, when commerce was demanding more exact 
systems of comuge than before, and thought was*becoming more 
patient and sohd. ^ ^ 

At last it was seen that the conditions of the country at any 
time governed the amount of ready purchasing ^ower, which was 
then required for the convenient discharge of the country’s business. 
To use a shorter phrase, the general conditions of -the country 
imposed a certain amount of work on her currency. Therefore the 
greater the quantity of her currency the less work there would be 
for each part of it to perform: the less therefore would be the 
effective demand for each com, and the lower its value. The next 
step was to take account also of the way in which the work to be 
done by money itself could be hghtened by the aid of credit^. 

It was not, however, till the beginnmg of the last century that 
the study of the causes which govern the value of money was taken 
quite seriously. Men’s thoughts were then much occupied with 
the economic basis of political security as well as of general well- 
being. Again, the violent disturbances of pubhc credit and prices, 
which were caused by the devastations and the alarms of the 
Napoleonic wars, set a singularly able and weU-informed group of 
students and men of affairs at work on the problem; and they left 
very httle to be added as regards fundamentals by their successors^. 

Eicardo was one of the powerful thinkers, who wrote the great 


^ Tiitts Petty (Taxes and Coninbutions^ a d. 1607), considered how the title 
deeds of land, under a good system of registry, and warrants issued by “De^ 
positories of Metals, Cloth, Lmen, Leather and other Usefuls*’ together with 
“credit m Lombards or Money-Banks” will make “less money necessary to 
drive the Trade.” He meant of course less money at its previous purchasing 
power, and equal money at a lower purchasing power. Good work was done by 
Locke; and by that reckless, and unbalanced but most fasomating genius, Jolm 
Law. Hams, and the acute though little known Cantillon, together with others, 
led the way np to* Hume and Adam Smith 
® Ricardo held a chief place among them: and his high prestige has perhaps 
tended to throw the work of others into the shade Prof Hollander {Quarterly 
Journal of Mcommics, 1911) has shown that nearly every part of Ricardo’s 
dootrme was anticipated by some one or other of ius predecessors: but his 
masterly g*mus, hke that of Adam Smith, was largely occupied with the supreme 
task of buiidmg up a number of fragmentary truths mto coherent dootrme. Such 
a doctrine has constructive force, because it is an orgamo whole. 
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I, IV, 2 The Bullion Report of 1810 states that “the elfectivo currency 
of the country depends upon the quickness of circulation, and the 
number of exchanges performed m a given time, as well as upon 
its numerical amount, and all the circumstances, which have a 
tendency to quicken or to retard the rate of circulation, render 
the same amount of currency more or less adequate to the wants 
of trade A much smaller amoimt is required in a high state of 
puhhc credit, than when alarms make mdmduals call in their 
advances, and provide against accidents by hoarding; and in a 
penod of commercial security and private confidence, than when 
mutual distrust discourages pecumary arrangements for any 
distant time. But, above all, the same amount of currency will 
be more or less adequate, m proportion to the skill which the great 
money-lenders possess in managing and economismg the use of 
the circulatmg medium . .The unprovements, which have taken 
place of late years in this country and particularly in the District 
of London with regard to the use and economy of money amoii" 
Bankers, and in the mode of adjusting commercial payments 
consist principally m the increased use of Bankers’ drafts m the 
common payments of London; the contrivance of brmging all such 
drafts daily to a common receptacle, where they are balanced 
agamst each other; the intermediate agency of Bill-brokers; and 
several other changes in the practice of London Banlcers, are to 
the same efiect, of rendering it unnecessary for them to keep so 

large a deposit of money as formerly.” This terse statement carries 
far. 

The stocks of gold and silver in the western world are known 
to have mcreased rapidly durmg recent decades, though no definite 
statistics in regard to them are available. But it seems that the 
annual production of silver increased about tenfold since the 
middle of last century. The stock of gold mcreased nearly tenfold 
between 1640 and 1855: but slowly for the next forty years: 
latterly its increase has been rapid 

MeanwMle the use of gold m the arts of productiop has increased 
last; and that considerable part of it which takes the form of 
gilding unfits the gold used for further employment. It is possible 
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therefore that, in the course of a few centuries the stock of gold 
may become small and its purchasing power may be hable to great 
changes from small causes. In tkat case there may be strong 
arguments m favour of basing all long term obhgations on 
authoritative standards of general purchasing power. 

In England aJarge purchase is generally effecteci, not by transfer 
of currency itself, but by transfer of a cheque (or other document) 
that gives command over currency. For that reason the demand 
for currency m England is not representative of general conditions 
even in the western world: but we may ignore for the present the 
influences on prices which are exerted by cheques and*other private 

documents : something will be said about them later. 

# 

3. The total value of a country's currency, multiplied into 
the average mmiher of times of its changing hands for bnsi- 
Qiess purposes in a year, is of course equal to the total amount ' 
of business transacted in that country by direct payments of 
currency in that year. But this identical statement does not 
indicate the causes that govern the rapidity of circulation of 
currency * to discover them we must look to the amounts of 
purchasing poiver ivhich the people of that country elect tol 
keep in the form of currency. 

The main facts are then: (1) every change in the rapidity of 
circulation of goods tends to cause a corresponding change in 
the rapidity of circulation of currency, and substitutes for cur- 
rency, and (2) the chief of these substitutes are cheques, and — 
in some cases—bills of exchange But the motives that govern 
the rapidity of circulation of money are not obvious, let us look 
ior them 

It will appear, on consideration, that changes in the rapidity 
of circulation of money are themselves incidental to changes in 
the amount of ready purchasing power which the people** of a 
country find it advantageous to keep in their own holding. This 
amount is governed by causes, the chief of which can be seen with 
but little trouble. It is true that comparatively few people analyse 
their own motives m such matters: but implicit suggestions of 
their motives are contamed m such observations as: ‘‘I have kept 
a larger»stock of money than I really need: I might have used 
some of it in purchases for personal use, or invested it.” Opposite 
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reflections occur, wten a man has spent or invested nearly all the 
money which he commands; an^ has m consequence failed to take 
adva'htage of a good bargain which came within his reach. Or he 
may have been" forced to buy from retailers who charged him high 
prices and delivered inferior goods, being fortified by the know- 
ledge that if he raised objections, he could be brought into subjection 
by a hint that he pust pay up qmckly. The customer might indeed 
obtain leave to overdraw his account at a bank: but this resource 
is not always available^. 

This prehmmary statement indicates the general nature of a 
country's demand for ready purchasing power in the form of 
currency: or, at least, of immediate command over currency, such 
as is derived from keeping a considerable sum of money on current 
account in a bank. 

To give definiteness to this notion, let us supposejihat the in- 
habitants of a country, taken one with another (and including 
therefore all varieties of character and of occupation) find it just 
worth their while to keep by them on the average ready purchasing 
power to the extent of a tenth part of their annual income, together 
with a fiftieth part of their property; then the aggregate value of 
the currency of the country will tend to be equal to the sum of 
these amounts. Let us suppose that their incomes aggregate in 
value to five milhon quarters of wheat (in a normal year), and their 
property to twenty-five millions. Then the total value of the 
currency will be a million quarters of wheat: for, at that rate, 
everyone will be able to have as much ready purchasing power 
at command as he cares to have; after balancing one against 
another the advantages of a further ready command, and the 
disadvantages of putting more of his resources into a form in which 
they yield him no direct income or other benefit. If then the 
curr^cy contains a nulhon units, each wiU be worth a quarter 

^ It la obTioua that a private person, who buys on long credit without special 
cause, must pay dearly for his purchases m one way or another* for the trader 
looks to get profit on his capital, and the private person canTseldom get more 
than a rather low rate of interest on his. It is not always to traders* advantage 
to have attention called to this fact; partly because, when customers are much 
in arrears, they are not m a position to complain against faults in the things sent 
to them. The total costs which they thus throw upon traders, m addition to 
those mourred in dealings for cash, vary with the amount of extra book-keeping 
involved, the risk of bad debts, and other circumstances. In some cases the 
workman, who is but a single week behind with his payment, is m effect mulcted 
m interest at the rate of at least a halfpenny m the shilling for that week; that 
18, at 200 per cent, per annum, counting sif^ple mt^est only. 
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of wheat; if it contains two million, each will be worth half a 
quarter. « 

Thus the position is this. In every state of society there is^ome 
fraction of their income which people find it worth while to keep 
in the form of currency , it may be a filth, or a tenth, or a twentieth. 
A large commaM of resources in the form of currency renders their 
busmess easy and smooth,, and puts them at^an advantage in 
bargaining; but, on the other hand, it locks up in a barren form 
resources that might yield an mcome of gratifcation if invested, 
say, in extra furniture; or a money income, if invested in extra 
machinery or cattle. In a primitive state of society, even in one 
as far advanced as that of India, only the rich care to have much 
of their resources in the form of currency. In England all but the 
very poor keep a good deal; the lower middle classes keep a 
relatively very large quantity; while the very rich who pay all 
their tradesmen by cheques use relatively little. But, whatever 
the state of society, there is a certam volume of their resources 
which people of difierent classes, taken one with another, care to 
keep in the form of currency; and, if everythmg else remains the 
same, then there is this direct relation between the volume of 
currency and the level of prices, that, if one is mcreased by ten 
per cent., the other also will be increased by ten per cent. Of course, 
the less the proportion of their resources which people care to keep 
in the form of currency, the lower will be the aggregate value of 
the currency, that is, the higher will prices be with a given volume 
of currency. , 

This relation between the volume of the currency and the general 
level of prices may be changed permanently by changes in, first, 
population and wealth, which change the aggregate income; 
secondly, by the growth of credit agencies, which substitute other 
means of pajnnent for currency , thirdly, by changes in the methods 
of transport, production, and busmess generally, whicli afiect the 
number of hands through which commodities pass in the processes 
of making and dealmg, and it may be temporarily modified by 
fluctuations of general commercial confidence and activity^. 

^ The above statement is reproduced from my answers to Questions 11,750- 
11,761 puis by the Indian Currency Committee m 1899 In fact a considerable 
part of the present discussion of the problems of money and credit may be found 
in my answers to Questions 11,757~H,850 put by that Coinmittee: and my 
answers to Questions 9623-1^014 and 10,121-10,126 put by the Gold and Silver 
Commission m 1887-8, # 
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I, IT, 4 Of course tie total value of currency needed by the business 
of England is relatively small, r For her middle and upper classes 
discSarge most of their considerable obhgations by cheques; and 
but few of these cheques are presented for payment m cash: most 
of them merely transfer command over currency from one banking 

r * 

account to another. 

As has already rbeen noted, the precious metals (whether in bulk 
or m the form of com) used to be commonly hoarded m order to 
make provision agamst the needs of the future, known and un- 
known: this practice still prevails among the peasants of a large 
part of the world. But in ''western'’ countries even peasants, if 
well to do, inclme to invest the greater part of their savings in 
Government, or other familiar stock exchange securities, or to 
commit them to the charge of a bank: and especially among 
Anglo-Saxon peoples, by far the greater part of the currency, 
which is held m private hands, is designed as provision against 
some occasion for its use as direct purchasing power m the not 
very distant future. 

4. Influences exerted hy occupation and temperament 07 h 
the amounts of currency^ which people with similar incomes 
are likely to keep under their immediate control 

The improvidence of a particular weekly wage receiver may 
cause the gold and silver corns which come into his possession to 
circulate on the average quickly away from him but as, unless 
he IS exceptionally reckless, he keeps on hand atieast a shilling 
to the end, he probably does not pay away his bronze coins much 
more quickly than other people. In like manner the improvidence 
of one whose salary is paid quarterly may raise the average rapidity 
of circulation of the gold coins which come into his possession: 
but, as he will seldom be without a pound's worth of money, it 
ViU not malenally affect the rapidity with which silver and bronze 
coins pass in and out of his possession. 

The large trader holds relatively little currency in a modern 
country in which nearly all considerable payments are made by 
cheques. But, in the absence of any credit auxiliaries to currency, 
every trader is dependent on the stock of purchasing power which 
he holds m the form of money, for the means oi making good 
bargams when they offer. By instinct and experience he balances 
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the benefit against the loss of a large holding: he knows that, if 
he keeps too httle purchasing povpr at his command, he will be 
trequently brought into straits; and that if he keeps an inord'liate 
quantity, he will diminish the material sources of his income, and 
yet may find but few occasions on which he can turn the whole 
of his ready pid^*hasmg power to any great advaiftage. 

# 

To sum up: — the rule for one man may not serve well for 
another m similar conditions: but, as Petty «aid, “The most 
thriving men keep httle. .money by them, but turn and wind it 
mto various commodities to their great profit^.” 

5. Although the ptirchasing power of a unit of a mrvemy 
varies, other things being equal, inversely with the number of 
the units ; yet an increased issue of inconvertible paper 
currency may lower its credit, and therefore lessen the amount 
of ready piirchasing power ivhich the people care to hold. 
That is, tt may loicer the value of each of the units more 
them in proportion to the increase of their number. 

So far no account has been taken of the influence which the 
credit of a currency exerts on the wilhngness of the population 
to hold much of their resources, either directly m the form of cash 
m hand and at a bank , or indirectly in the form of debentures and 
other stock exchange securities, which yield fixed incomes m terms 
of currency But this influence may become important, if the 
credit of the currency is impaired. In fact an ill-considered increase 
m the volume ol an mconvertible currency is likely to lower the 
value of each umt more than in proportion to the mcrease: for 
it ‘Will lower the credit of the currency; and incline everyone to 

^ Petty thought that the money “sufficient for” the nation is “so much as 
will pay half a year’s rent for all the lands of England and a quarter’s rent of 
the Housemg, for a week’s expense of ail the people, and about a quarter ot the 
value of aU the exported commodities” (Quantulumcimque, Queries 23 and 25: 
see also his Political Arithmetic, oh ix and Verbum Sapienti, ch vi) Locke 
estimated that “ one-fiftieth of wages and one-fourth of the landowner’s mcome 
and one-twentieth* part of the broker’s yearly returns m ready money will be 
enough to drive the trade of any country ” Cantilion (a b 1755), after a long 
and subtle study, concludes that the value needed is a nmth of the total produce 
of the country, or, what he takes to be the same thmg, a third of the rent of the 
land Adam Smith has more of the scepticism of the modem age and says: 
“it is impcisible to determme the proportion,” though “it has been computed 
by different authors at a fifth, at a tenth, at a twentieth and at a thirtieth part 
of the whole value of the annual produce,” 
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hold a rather smaller share of his resources iu that form than he 
otherwise would. Each unit o| the mcreased currency will there- 
fore^command a smaller part of that smaller share of his resources : 
and its value will thus suffer a double dimmution. The total value 
of an mconvertible paper currency therefore cannot be increased 
by increasmg ius quantity: an increase in its quarMy, which seems 
likely to be repeated^ will lower the value of each unit more than in 
proportion to the increase. 

This notion that the amount of ready purchasing power, re- 
quired by the population of a country at any time, is a definite 
quantity, in any given state of her mdustry and trade, is implied, 
even when not exphcitly stated, m the now familiar doctrine that 
the value of a umt of a currency varies, other things being equal, 
inversely with the number of the units and their average rapidity 
of circulation. 

This “ Quantity doctrine is helpful as far as it goes * but it does 
not indicate what are the “other things’’ which must be assumed 
to be equal in order to justify the proposition: and it does not 
explain the causes which govern “rapidity of circulation.’’ 

It is almost a trmsm: for, if one column of a ledger recorded 
accurately all the transactions for money in a year with their 
values, while another column specified the number of the units 
of money employed in each transaction; then the two columns 
when added up would balance. The second column would of course 
represent the aggregate value of the total number of changes of 
ownership of all the units of money, and that is the same thing 
in other words as the total value of the money multiplied by the 
average changes of ownership (otherwise than by free gift, theft, 

, etc ) of each umt. 

The other thmgs, that must remain equal for the purposes of 
this statement, include (a) the population; (6) the amount of 
business transacted per head of the population; (c) the percentage 
of that busmess which is effected directly by money; and {d) the 
efficiency (or average rapidity of circulation) of money. Only if 
these conditions are reckoned in, can the doctrme come under 
investigation, and if they are reckoned in the doctrine is almost 
a truism. 
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6. Currency differs from other things in that an increase i, 
in its quantity exerts no direct influence mi the amount of 
the service it renders. Inconvertible paper currencies. 

Tke exceptional character of this Quantity” statement in 
regard to the value of currency has been described m many ways. 
But the centraPfect in the account now submitted is that an 
increase %n the amount of money %n a country doe% not increase the 
total services which it performs. This statement is not mconsistent 
with the fact that an increase in amount of the gold in a country's 
currency mcreases her means of obtaining goods by exporting gold; 
and also gives her a power of converting some of her currency into 
articles of ornament. It merely means that the purpose of a 
currency is firstly to facilitate business transactions; and for this 
purpose, it needs to be clearly defined and generally acceptable. 
Next, it needs to command a stable purchasing power: such 
stability can be attained by an mconvertible paper currency, so 
long as the Government (1) can prevent forged notes from gettmg 
into circulation, and (2) can make the people absolutely certain 
that genume notes will not be issued in excess. Gold coins may 
mdeed be regarded as currency based on the behef that Nature 
will not countenance a violent mcrease in the currency drawn from 
her stores. If there were discovered (m spite of the opinion of 
geologists and mineralogists that no such thing is physically 
possible) a mine of gold ore with contents as large in volume as 
those of a vast coal mine, then gold corns would cease to serve any 
good purpose^. 

Of course the stability of value of a gold coinage owes something 
to the stabihty of the demand for gold for ornament and for some 
industrial uses but the discovery — if it were possible — of a vast 
deposit of gold would make it diflficult to find good uses for it. 
We can conceive a planet, of different construction from ours, in 
which enough iron ore to make a good saw has a higher exchange 
value than a pound of gold^. 

^ The elaborate and careful printing of paper currencies, makes plausible 
imitations of them very expensive, and yet hable to prompt detection. Forgery 
of Bank of England notes is well known to be prevented by exceptional arrange- 
ments and methods. 

* This coi^ideration can be extended. If diamonds became abundant, they 
would revolutionize and extend branches of industry in which hard steel is not 
hard enoughs but they would need to be used with great caution for personal 


M M. 
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I, IV, 6. If an inconvertible currency is controlled by a strong Govern- 
ment, its amount can be so regulated that the value of a unit oi 
it fc maintained at a fixed level That level may be sucb that 
(1) tbe average level of prices, as evidenced by a trustworthy index 
number, remains unchanged: or (2) that this average level adjusts 
itseh to general changes of prices, m countries- Vhose currencies 
are firmly based on the precious metals or (3) that the Govern- 
ment of the country in question sets up a carefully framed list 
of general prices* within its territory; and so adjusts the amount 
of her currency, that (say) a thousand units of it command, on 
the average, umform amounts of commodities m general, on some 
plan of the kind suggested m Chapter ni above. 

“ Convertible notes — ^that is, notes for which gold (or other 
standard metallic) currency will certainly be given in exchange on 
demand — exert nearly the same influence on national price levels, 
as would be exerted by standard coins of equal nominal value. 
Of course, if even a small doubt arises as to their full convertibility 
into standard coins, men will be shy in regard to them: and if 
they cease to be fully convertible they will fall in value below the 
amounts of the gold (or silver) which they profess to represent. 

It wUl be noted that tbs chapter is concerned with the demand 
for currency only when general credit is in a normal condition 
When credit is shaken, it may be advisable to adopt abnormal, 
and (so to speak) medicinal measures in regard to the supply of 
currency. Something will be said on this matter m connection 
with fluctuations of credit in Book IV. 

ornament. On the other hand, if a fall in the price of wool, or almost any other 
serviceable commodity, caused a greater quantity of it to be consumed at a less 
aggregate cost, there would be a nearly proportional increase in the leal wealth 
of the world; the nch would gam only a little, but the poor would be more 
warmly clad 
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0 

1. Gold and silver have always been highly esteemed, 
because their brilliancy and durability adapt them for many 
decorative and other uses. 

Gold and sEver are described as the ‘^precious metals’’: but 
they are less costly than some others that hold important places 
m modern industry. They appear, however, to be the only metals, 
which have the bnlhancy and the power of resistance to the 
atmosphere, which are required for the purposes of personal adorn- 
ment; and yet have been obtained, even by elementary processes 
of mining, in considerable quantities and m many places. The 
search for them has been eager in nearly all ages: and such of 
Nature’s stores of them as were easily accessible, have been quickly 
appropriated. They were chief promoters of the voyages and ex- 
plorations, which discovered and gradually opened out the “New 
World.” They have promoted travel: and they have themselves 
travelled ceaselessly and far. 

When agricultural machinery was unknown, the gleaners, who 
responded promptly to an invitation to follow the reapers, were 
well rewarded for their labour; while those who arrived late 
obtained but little. So it might have been supposed a pnon that, 
as gold and silver have been highly esteemed m every age of which 
a record survives, they would have been cheap in terms of human 
labour in the early stages of man’s life on this planet; and that 
they would gradually have reached a very high scarcity value. 
But the older seats of civihzation lay m a rather compact group 
m South-East Europe, North-East Africa and Southern Asia: and 
therefore large* stores of gold and silver awaited those who first 
brought advanced mdustrial methods to bear on the treasures that 
had been stored up by Nature in Mexico, South America and 
Australia^ When the great empire, which was centred m Eome, 
followed its predecessor’s paths to decay, colonizing influences 
ceased, the civilized worid had be content with stocks of the 
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precious metals, wHch were being wasted by use, and were not 
replemshed: therefore prices generally fell to very low levels. 

Later on, gold became so scarce that it ceased to be the material 
of money m common use: and the diminution in the stock of 
silver, relatively to the demand for it, caused prices m Europe 
to decline generally, until traffic with Asia and 4irica and with 
Mexico and PeruiJontributed considerable fresh supplies of silver. 
For a long while silver and money were almost synonymous terms^. 

Silver had thu^ been the dominant basis of currency over the 
greater part of the world till the nineteenth century discoveries 
of gold, chiefly in Austraha and California, enabled several 
countries, f ollowmg m the wake of Britain, to take gold as the basis 
of their currencies; either singly, or m combination with silver^. 

2. Gold and silver^ separately or conjointly, can set good 
standards of general purchasing power, in regard to obliga- 
tions and business transactions, ichich do not range over 
more than a few years: hut obligations, which range over 
long periods, call for standards that are not dependent on 
the hazards of mining. 

At some periods in the world’s history the volume of “the 

they are required; and at other periods it has increased faster than 
they. This balance has been sufficiently even to give rise to a half- 
unconscious expectation that their purchasing power is likely to 
remain almost uniform, and that they may therefore reasonably 

^ Note the transition from the use of the Latin word ces (which means bronze) 
to the French word arqemi (which means silver). 

* Note should be taken of the habit, common some centuries ago, of embodying 
stores of purchasmg power, available against a time of stress, in silver plate This 
habit had a considerable effect m steadymg the purchasmg power of silver The 
aristocracy of the Teutomc races were country folk with but little mterest in 
comiaerce; and they often lacked facihties for lending out their nioney with 
profit and safety* but their accumulations of silver plate served the purpose of 
yieldmg a steady mcome of gratification similar to that, which a rich man of to- 
day derives from more vaned and subtle forms of display. 

Charles I of England owed much to the silver plate, which his adherents melted 
down to meet his needs whereas even well-to-do people now are for the greater 
part content to share with all but the poorest classes the services, which a thm 
deposit of silver on spoons and forks can render m protecting the mouth from 
the taste of infenor metals But, while the domestic uses of sohd silver have 
shrunk, those of gold have expanded; both m the form of “gilding*"’ by layers 
of microscopic thickness; and m that of watch-chains and other ornaments. 

A httle more is said m Appendix A an vanous early forms of currency. 
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COMPABISONS OF -^lALUES AT DISTANT TBOIS 

be taken as standards of value. But tHs assumption calls for tbe 
inquiry: — Is this^ approximate equality of two opposmg sets of 
forces, the one tendmg to raise general prices, and the otber 
tending to lower tbem, tbe result of accident? 

Tbe answer appears to be in tbe negative, for less than balf the 
world’s surface iias been thoroughly explored by skilled miners, 
equipped with large funds : and the mechanical and other apphances, 
available for gold and silver mining, appear to advance from decade 
to decade at about the same rate as the applialices used in other 
heavy industries. Therefore the cost of production of a hundred- 
weight of gold and silver seems likely to keep, for a* considerable 
time, nearly the same position as formerly relatively to other raw 
products. The values of many sorts of fine manufactures will 
probably continue to fall relatively to those of the materials of 
which they are made. But, partly for that reason, the prices of 
raw materials tend mcreasingly to dominate those of the products 
made of them : and on the whole there seems to be no good reason 
for supposing that the costs of obtaining gold and silver will rise 
considerably m the near future relatively to those of other things 
Attention has already been called to the fact that the ever-growmg 
power and celerity of the means of transport diminishes the 
inequahties m the relative values of different things throughout 
the world and the mobihty of gold and silver is so great that their 
values, in terms of other commodities generally, tend to equahty 
in different places more effectively than do the relative values of 
most other thyigs for which different places have unequal ad- 
vantages This nearly even balance may probably be maintained 
for a considerable time. But it seems impossible at present to 
peer into the distant future; though we can conceive that the 
united efforts of the several sciences, which bear on the question, 
may ultimately go far towards explaining the genesis of those 
gases and hquids, which cool down mto metals. 

The sway of gold and silver has, on the whole, been widened and 
strengthened throughout the ages: but it is in some danger of 
being partially superseded by an even more exact standard. For, 
as the arts of life progress (and indeed as a condition of that 
progress] man must demand a constantly mcreasing precision from 
the mstruments which he uses, and from money among others: 
and he is beginmng to doubt wh|ther either gold or silver, or even 
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gold and silver combined, give Mm a sufficiently stable standard 
of value for the ever widening ifenge of space and time over which 
his undertakings and contracts extend. It is no doubt true that 
the durability of gold and silver gives security that the stock 
of them will not vary very rapidly, that their general pui chasing 
power will not be liable to sharp and sudden ffuctuations; and 
that they will therefore afford fairly good standards of value for 
deferred payments and contracts lasting over several years* ''a 
stream makes httle difference to the volume of a great lake, though 
it may itself be changed from a nU into a torrent.'’ But that 
supposes the torrent to be short-hved or the lake to have a broad 
outflow; if not, the volume of the lake may increase more than 
that of the torrent can: and gold and silver have had a less stable 
value during the history of the world, than has accrued to those 
staple grains, which have supphed the chief means of supporting 
life to the great mass of the people in every age. 

3. Silver coins have set the standards of value in most 
civilized countries : hut these standards have been loweredby 
successive curtailments and debasements of silver coins. 

It IS an easy matter to keep the composition of gold and silver 
coins true to specification as regards quantity and quality. But 
every country, which has a long history, shows an almost con- 
tinuous lowering of the metallic content of its standard coin. 
Occasionally the evils, which followed a period of reckless debase- 
ment, led to a partial reform : but the making of good resolutions 
seldom outdived the next strong temptation^. " 

But though improvident monarchs could reap small temporary 
gains at the cost of loss of credit by depreciating their currency, 
they had no desire that the depreciation should be carried further 
through the pilfering of parts of the coins by private persons. 

^ Ifi Englalid the process of degradation was comparatively slow. The shilhng 
was reduced only from 270 grams of silver m the shilling in Wilham I’s time to 
93 from the end of the sixteenth century onwards, though it had fallen much 
lower under Henry VIII It was practically debased agam 9 ,t the end of the 
seventeenth century through carelessness rather than wilfully but Montague 
and Wilham HI, Hewton and Locke repaired it m 1696 Eor details, see Shaw’s 
History of the Currency, and Writers on English Monetary History, 1626-1730, 
also Lord Liverpool’s Coins of the JRealm, and Tooke and Newmaroh’s History 
Vol VI 

The depreciation of German currencies went much further, and Chat of the 
French livre further still see d’Avenel, Histoire des Pnx, I, u,* and Beissel, 
Celdwerih und Arheitshhn %m MiUeldker^ 
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Tliere was tterefoie notlniig but tbe ms inertim to kmder them 
from adoptmg snob mechanical improvements in the art of coinage 
as were gradually 'mvented: and they learnt to regulate exactly 
the sizes and circular shapes of the discs which were to be corned; 
to make the stamp fit the discs accurately; and by the aid of 
powerful machinery either to mill the edges, or to* draw out from 
the side of the coin a short legend m raised letters. Kext, the corns 
were made very hard and tough, so as to bear a clearly defined 
impress in low relief. Coins in low rehef wear veil: they cannot 
be sweated safely; and they cannot be mutated, without expensive 
apphances. 

It IS known that many beautiful coins, and some which 
were technically exact, were made by artists and highly skilled 
artisans without the aid of machinery. But such work could not 
have supphed any considerable part of the vast number of coins 
that are needed for modern commerce Even if it could, so large 
a part of their cost would have been due, not to the material of 
which they were made, but to the work spent on them, that the 
element of hazardous credit m their value would have been very 
large, the modern aim of fastenmg the values of gold coins close 
to that of the gold itself could not have been attained^. 

Silver IS by nature better suited than gold to be the chief 
material of current money in any but very rich populations; and, 
until recently, it was generally used as a standard metal either 
alone or in some sort of association with gold : the English monetary 
term “pound,"’, originally meant a pound’s weight of silver penmes 
of more or less varymg shapes and weights: and so in regard to 
the hvre. 

It is easy to keep in circulation Government notes printed on 
silver for a certain number of grams of gold, for the silver tokens' 
are designed only for use at home: they are not required to be 

^ Tiie first important step towards the massive production of accurate coins 
was made by Boulton late in the eighteenth century His ideas have been greatly 
developed and the plant required for good modem comage is too expensive 
to be withm the reach of any but those, who have a good deal to lose and ai© 
unwiUmg to run great risks except m the hope of very high gams The bulkmess 
of the plant, and the large number of men required to work it, are likely to attract 
the attention of the authorities, while the mcreased resources of Governments 
and improved commumcations by telegraph and otherwise make it difficult to 
put mto Circulation m any country false coins made outside her jurisdiction. 
Lastly, the officers of different Governments are more wiihng than formerly to 
co-operate promptly for the suppressio^i of cnme. 
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acceptable abroad in large pa3n3aeiits. But when the shadows of 
the Dark Ages passed away, aM European commerce settled down 
again to large, sohd, and relatively safe operations, merchants 
organized their deahngs with no more regard than they could avoid 
to the fussy regulations of monarchs as to the values at which their 
several coins were to be taken. So gold was long ago recogmzed 
as the “natural, standard of merchants^”; and many of those 
Governments, which were largely under the influence of merchants, 
went as far as they could towards keepmg their coinage m close 
touch with gold. For this and other reasons, ordinances fixing the 
rate at which gold corns should be current in terms of the standard 
silver money were made and re-made at frequent intervals 

Silver, in a more or less stable partnership with gold, has been 
the basis of most national currencies during the greater part of 
modern history: but nearly all the great currencies of the world 
were based, more or less efiectively, on gold before the recent great 
war. Gold has not indeed been largely handled by the common 
people except m a few countries, mostly Arnglo-Saxon ; but adequate 
provisions were generally made before the war, in the countries of 
western Europe and in a rapidly increasmg number of other 
countries, to keep every part of the currency fixed close to that 
gold value at which it was rated. 

Hams, On Coins, A n. 1758, pp 89, 90. 

* Neighbouring countries fixed rates without agreement with, and often in 
opposition to one another. Such discrepancies, in so far as the oidmances were 
effective, caused constant shiftings of gold between different countries: the trade 
was often prohibited, but it was profitable to individuals, ;while it cost great 
national loss. The ordinances could not, however, be strictly enforced as long 
as the gold corns were in so bad repair that even m their own country they were 
often taken by weight and not by tale. 

In comparatively recent times the (silver) price of the English Gumea was 
frequently altered by proclamation, and yet not fast enough to keep pace with 
changes m the market, which would often cause the Gumea to be taken m ex- 
change by common consent at a price correspondmg to its value as merchandise, 
and not thabat which it had been rated by the last proclamation. Ani m Prussia 
before 1873, when the silver “Thaler” was the standard coin, there remamed 
in use a great many gold “Krone ” Their market price was published every day 
m the newspapers, and they passed from hand to hand with, tolerable freedom 
at about that rate ^but of course there would be a little bargammg if the person 
to whom the com was tendered thought its price would be a trifle lower on the 
morrow. That is to say, gold and silver were used as media of exchange, but silver 
alone was used as money m the proper sense of the word: there was no thorough 
system of currency, based on gold and silver equally. 

Lord Liverpool’s Treatise, a n. 1805, and especially his chapter “(5f the great 
inconvenience and expense arismg from the fluctuations of the relative values 
of gold to silver,” contains much infori^ation on these pomts. 
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4. British sovereigns (in ordinary times) are coined from 
appropriate material without charge. They are in effect gold 
ingots whose quantity and quality are certified at public 
expense British shillings have been in like manner, Govern- 
ment notes for certain quantities of gold printed on silver. 

'*<1 . * 

Jevons well said, “A coin is an mgot of which the weight and 

the fineness are certified by the integrity of the designs impressed 
on the surfaces of the metal.’’ This is true of ^aU coins in some 
degree; but it is especially true of those gold coins that have set 
the standard of value for the British currency. The opportunities 
of unauthorized coiners would be too great, if the gold contained 
in a coin could be obtained much more easily than the coin 
itself. 

Gold coins need to be supplemented by ^^surrogates’’ in silver 
and bronze, so called because their value (or authority”) is 
derived from that of the sovereign. So long as they are current, 
their purchasing power is dependent on that of the sovereign: 
that IS, in effect, on the value of gold ; sub j ect only to the practically 
neghgible mdirect seignorage levied on the coinage of gold. The 
distinctive feature of a sound currency system is that, the value 
of every part of the currency is so firmly fixed to that of standard 
corns, that no one has any reason, beyond his own immediate 
convenience, for preferring one sort to another: and therefore 
everyone distributes his holdings of currency among gold, paper 
notes, silver and other coins, according to the scale of his trans- 
actions. Thus the economic conditions of the people, their habits 
and temperaments, govern the amounts of the various surrogates, 
by which each hundred sovereigns is accompamed^. 

The British sovereign (m ordmary times) is an exceptionally 
good standard of value; because no charge is made by the Govern- 
ment for coining gold, of appropriate quahty, mto sovereigns of 
equal aggregate weight. [It is true that the return is only made 

^ The nature of a trader’s business must m great measure govern his action 
in such matters But, for other people a shilhng’s worth of bronze coins, and a 
pound’s worth of silver corns are generally more than sufficient The holdings of 
bronze com are probably about as high among the self-respectmg members of 
the workup classes as among any others (it is said to have been considerably 
increased generally by automatic machmes for sales at a penny)* and those held 
m the form of silver com are fairly high among self-respectmg members of the 
lower middle classes ^ 
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after tie few days that are required for testing, coining, etc. : the 
indirect charge made by this dday is practically negligible, except 
in so far as it makes bar gold a more fittmg material for exporta- 
tion to foreign conntnes than sovereigns would be ] 

Of course no gold corns can fall in exchange value appreciably 
below the gold that is in them for as soon as gol4 in coined form 
becomes cheaper, than other gold, it would go into the meltmg 
pot fast: but gold com, other than the sovereign, can be minted 
only when corned gold is worth more than uncomed gold by the 
equivalent of that charge. Inconvertible paper bears in effect a 
seignorage ol nearly 100 per cent. : and conversely a coin that bears 
a seignorage of two per cent , may be said to have the weakness 
of an mconvertible currency to the extent of two per cent of its 
value. The sovereign, alone among corns, is a gold ingot ever 
available for all uses without appreciable loss: and it thus has 
an advantage over any other com as the umt of international 
finance; and England (in ordinary times) puts no hindrance m 
the way of anyone who wishes to export gold. For these reasons, 
among others but more perhaps than others, London acquired and 
retained a dominant position as the central office of the Money 
Markets of the world: which was not even threatened till the 
emergencies of the world war compelled London to borrow largely 
in New York. In short, the sovereign was such good merchandize 
everywhere, at the value of the gold which it professed to contain, 
that it might almost be said to be internationally current The only 
considerable element of hazardous credit in its value was that which 
attached to the value of gold itself, and that is governed, not by 
national, but by cosmopohtan influences The shilling was really 
a credit-note in Bntam for a twentieth part of the value of a 
sovereign, or nearly five and a half grams of gold - and abroad its 
value was^its credit value after deducting the expenses, direct or 
indirect of marketmg it in some place m which it had that value . 
(if it could be so marketed, its value in ordinary times would be 
a good deal less than that of three grains of gold).' 

Under normal conditions, therefore, the British Government was 
responsible for the quality of the gold coinage, but not for its 
quantity: that was governed by the world supply of gold and the 
demand of the nation for gold coins. On the other hanS. private 
persons could not take silver o|, bronze metal to the mint, and 
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demand coins in return- so that the supply of ‘^surrogates” was 
controlled by the Government, und^r information from banks and 
other businesses as to the needs of the public. Thus, these corns were 
only inconvertible notes for various quantities of gold, prmted on 
common metals* but they were kept at their nominal values, by 
malang them leg^l tender up to certain amounts, and adjusting 
their supply to the needs of the people. 
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METALLIC CTJERENCIES, CONTllSnCED 

1. Greshawl^s law that an inferior currency y if not limited 
in amount, will drive out a superior currency. 

Petty expressed a common opinion, when he said : — The world 
measures things by gold and silver, but prmcipally the latter; for 
there may not be two measures, and consequently the better of 
many must be the only of alP.” 

The prmciple that surrogates cannot advantageously be printed 
on material of superior value to that of the standard corns is 
closely aUied to another, which is known as Gresham! s Law. It 
is to the effect that bad coins tend to drive good coins out of the 
field: the terms ''good’' and “bad” refer of course not to the 
technical excellence of the comage, but to the metallic value of 
the ingot of which the coin is made. 

The law is based on the fact that, whenever the specie value of 
a certain class of corns exceeds their currency value, the coins will 
begm to go into the melting-pot, or be exported. As when the 
level surface of the sea falls it is the highest rocks that first stand 
out, so when there is a gradual fall of the level surface of the 
currency value of all coins which have the same rating, it is the 
specie value of these that will first stand out above that level: 
these will be the first to be taken to the meltmg-pot. The best will 
go first, and then the next best; it is the worst that wiU remain. 
This is the substance of Gresham’s Law^. 

1 Taxes and Contnhutions, p. 17 of the second edition, 1667 The dictum “bad 
moifey dri^/bs out good,” appears to have been first used m the proclamation of 
meo, m which Gresham took a promment part See Palgrave’s D%ct%onary of 
Political Economy t s.v. “Gresham’s Law” and a Note by Giflen in the first volume 
of The Economic Journal 

^ Gresham enunciated it in 1658* but its principle had long been known In 
particular it was mdicated by Oresmius m 1382, and stated clearly by Copernicus 
m 1626. John Hales, in 1549, writes — “Was there not made proclamations that 
tile oide coyne, speciaUy of golde, should not be currant here above such a price 
was not that the rediest way to dryve away our golde from us. Everythmg will 
go ^here it is most esteemed, and therefore our treasure went over m heapes ” 
And he quamtly adds “There be searchers that might let that matter well 
ynough, if they be true,., .but there If 3 many wayes to deceave the searchers, 
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Gresham’s Law has often been represented as a paradox. But 
in fact it is a representative of a^ilarge class of laws that are 
operative m ordinary affairs, though they seldom attract special 
notice. Even a man buildmg a house for himself would be careful 
not to put expensive red bricks in party walls where they would 
not be seen, when cheaper white bricks equally strong could be 
got. And a man buildmg a house on contract for a stranger would 
go further; he would not supply a better quality either of white 
or red brick than was called for by the specifications: the worst 
bricks that satisfied the specifications would drive out the better, 
provided he had another good use to which to turn them. 

The tendency mdicated by Gresham’s Law is strong but not 
irresistible. If specifications for buildmg were so drawn, that 
easily made bricks were mcluded with those of better quality, 
then the coarse bricks would drive out the better, provided that 
there were enough of them to satisfy all needs. If not, then good 
bricks would be used together with inferior bricks : and the makers 
of inferior bricks might perhaps combme to put their prices to 
a level with those of good bricks. 

Similarly, if the cost of production of an ounce of gold were 
equal to that of only ten ounces of silver, and mints were open to 
receive an ounce of gold on the same terms as fifteen and a half 
ounces of silver, then, gold would tend to drive silver out of 
circulation; because gold would be the inferior metal according to 
the mmt’s regulations. If, on the other hand, the cost of production 
of an ounce of gqld were equal to that of twenty ounces of silver, 
then, under the same regulations, silver would appear as the m- 
ferior metal; and it would tend to drive out gold. 

Gresham’s Law has been considered generally in relation to 
metallic currencies: it represents a tendency to take good coins 
out of the currency. The opposite tendency prevails in regard to 

if they were never so true, as by putting of the sayde ooyne m tbeir aiuppes 
balast, or m some vesselles of wyne, or other lyquor transported either unto us 
or from us . then every creake m this Realme hath not searchers: And if they had, 
they bee not such samtes as would not be corrupted for money ” 

Com can be so easily melted down without detection, that when there has been 
much to gam by it, it has always been done, whatever penalties have been set 
against it. Sometimes a penalty on meltmg down current com has been sup- 
plemented by requirmg those who wanted to export bulhon to swear that it 
had not beei? obtamed by this means. “ Sworn oS” bullion, as it was called, had 
an extra high market price; and this additional value was commonly spoken of 
as the market value of perjury, with its j?»fctendant nsks. 
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notes issued by banks, witbout effective Government control: for 
any, that are not legal tender and fall into disrepute, cease to 
circulate^, 

2. Difimlties in the way of the permanent maintenance 
of mirrejicies based on gold and silver at afi^ed ratio. 

Tie recent great war has set aside many arrangements for the 
coinage of the precious metals. The most interestmg and important 
of these was thp scheme of the “Latm Umon,’’ which in effect 
meant the group of European nations m whose language the Latm 
element predominates over the Teutomc. Under it the mints of 
the associated countries were kept open to gold and silver equally, 
on the plan of treatmg one ounce of gold as equivalent to fifteen 
and a half ounces of silver. It was called “bimetallic”: but it 
appears to have always been open to the danger of becoming, and 
did m fact become, one for “alternative-metallism.” Nature has 
not juelded an ounce of gold contmuously at about the same cost m 
labour and outlay as fifteen and a half ounces of silver. She 
yielded it at less than that cost when rich gold deposits were 
opened out in Australia and California * and later on she yielded 
more than fifteen and a half ounces of silver from South American 
mines at the cost of obtaining an ounce of gold. When the advan- 
tage of superior cheapness of supply lay with gold, the basis of 
the currencies of the Latin Union came almost wholly from gold; 
but afterwards mainly from silver. That is to say, changes in the 
purchasing power of the currencies of the Latm Union were 
governed — ^in so far as they depended on their "metallic basis — 
almost exclusively by the cost of producing silver. After a time 
the pendulum swung m the opposite direction, new gold deposits 
were opened out; and yielded more than an ounce of gold to labour 
and outlay equivalent to those needed for obtaining fifteen and 
a half ounces of silver: so additions to the basis of the Latin 

^ The famous Bullion Bejpori of 1810 (p 61 of Cajinan’s reprint) argued that 
tinder these conditions any local excess issue will raise locsil prices therefore 
people will retum^some of the notes to the issuing bank, and demand Bank of 
England notes or Bills upon London, m order that they may make many of 
their purchases in London, where prices are moderate because the London 
currency is not inflated Forecastmg the future it argued that, if Bank of England 
paper should be issued to excess, the foundation of the whole currency of the 
country would be enlarged m similar proportions: and the totaPaddition to 
the country’s currency would be much greater than that caused by the direct 
action of the Bank, f 



FIXED EATIO MINTAGE 


currencies came almost exclusively from gold, and Latin prices— 
in so far as they depended on thos^ bases — ^were governed almost 
exclusively by the cost of producing gold. Thus the so-called 
“bimetaUic” system was really under alternate metallic influences. 

It may be admtted that an agreement, entered into by all the 
commercial countries of the world to keep their miflts open to gold 
and silver at almost any reasonable ratio, would tie the values of 
metals to that ratio, so long as the agreement lasted, unless indeed 
one of the two metals were driven absolutely oiat of circulation. 
(Sliver could not of course be used directly as a medium of ex- 
change m large transactions: but it might ultimately "serve as the 
sole basis of Government notes ) But it seems probable that — 
as human nature is constituted — such an agreement would not 
endure very long after changes in the conditions of mining had 
made the relative costs of production of the two metals differ 
widely from their relative ratings in the agreement. Especially, if 
gold were the metal which the change had caused to be underrated, 
the knowledge that the demand for it in the arts of production 
was large and urgent, would mduce some Governments to manipu- 
late their stocks m favour of gold: for they would know that if 
the agreement were broken up, they would gain much more 
advantage from the possession of a large stock of gold, than from 
the possession of a stock of silver which, though equivalent to it 
under the rating, would be of much lower value after the rating 
had ceased to be effective. The scramble for gold would probably 
be further mtenpified by its special fitness for the modem service 
of mihtary chests in time of war. 

An agreement which embraced nearly all the leading countries 
of the world — a World-umon’’ as we may call it — would be hable 
to nearly aU those troubles which overthrew the Latin Union; 
and to many others. For the members of the Latin Union were a 
homogeneous group of countries with long commercial experience 
and similar economic needs and resources: in particular none of 
them had a strong direct interest in either gold or silver mining. 
But among the members of a World-umon must necessarily be 
some without settled economic traditions, some with strong special 
interests in either silver or gold; while many possibilities of war 
could be latent among them. If then the productiveness of the 
mmes threatened to move away from the rating agreed upon, 
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niiQ.O'iirs would, quickly spro&d that it was in dangor of boing 
broken : suggestions would be p^t about for a change m the rating : 
and these being perhaps subsidized by wealthy persons having a 
strong pecuniary interest in the matter, would cause a general 
disturbance of credit, which might perhaps exceed m breadth and 
intensity anything that the world has yet known-5 

It is of course true that international agreements are now 
spreading over all fields of commerce and pohtics, to an extent 
which would havg been thought impossible even a generation ago: 
and a few generations hence the psychological force of international 
opinion may be sufficient to support almost any agreement which 
is generally approved. But, on the other hand, the advantages of 
basmg the currencies of the world on two metals rather than one 
seem to be estimated by careful thinkers now at a lower value than 
formerly: it is gettmg clearly to be recognized that the scheme of 
"fixed-ratio mintage” which is commonly called "bimetallism,” 
can at least as fitly be described as "alternative-metallism.” And 
there certainly exists another route by which it would be possible, 
if desirable, to base every national currency on gold and silver 
conjomtly. 

There was indeed felt a general sense of relief throughout the 
western world, when it became practicable to make gold alone 
in efiect the mternational standard umt for by far the greater part 
of the civilized world. The changes which made this possible, 

! without a great dislocation of general prices, were a great increase 
in the supply of gold; and an extensive development of the plan 
by which Holland had fastened the value of the" silver currency 
of her Asiatic possessions to that of gold for all purposes of inter- 
national trade, by fixing the rate at which drafts on Holland, and 
therefore in currency on a gold basis, would be bought and sold 
in terms of the local currency for the purposes of the external trade 
of the Dutch East Indies. 

3. Although coinage of gold and silver at a fixed ratio 
causes movements of prices to he governed chi fly hy the pro- 
duction of gold and silver alternately, a plan can be devised 
which would mahe the two metals worh together: it may be 
called Symmetallism, 

A scheme for settmg up an international currency on a sohd 
basis of gold and silver together, was submitted by the present 
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writer to the Gold and Silver Commission in 1888^. It w’as set out i 
as follows: ^ 

Eicardo suggested that we should use a paper currency restmg 
on a basis, not of coin, but of stamped gold bars weighmg 20 ounces 
each. If, he argued, the currency were in excess and showed signs 
of falling below its gold value, it would be taken td the Mint and 
exchanged for gold bars for exportation; if it were deficient, gold 
bars would be brought to the Mint and currency demanded. Within 
the country the paper would be a perfect meditnn of exchange, 
while for the payment of the balances of foreign trade stamped 
gold bars are better suited than coins. 

The cinrency scheme now submitted for consideration differs 
from his only by being bimetallic instead of monometallic. I 
propose that currency should be exchangeable at the Mmt or 
Issue Department, not for gold, but for gold and silver, at the rate 
of not £1 for 113 grams of gold, but £1 for 56| grains of gold, to- 
gether with, say, 20 times as many grains of silver. I would make 
up the gold and silver bars in gramme weights, so as to be useful 
for mternational trade, A gold bar of 100 grammes, together with 
a silver bar, say, 20 times as heavy, would be exchangeable at the 
Issue Department for an amount of the currency which would be 
calculated and fixed once for all when the scheme was introduced. 
(This number 20, or whatever it might be, would be fixed on 
arbitrarily once for all. If we wished the value of the currency 
to be regulated chiefly by gold we should have only a small bar 
of silver; if chie^y by silver we should have, perhaps, 50 or 100 
times as heavy a bar of silver as that of gold. But if we wished 
the two metals to have about equal influence we should, takmg 
account of the existmg stocks of the two metals, probably choose 
our silver bar about 20 times as heavy as that of gold.) 

Anyone, who wanted to buy or sell gold or silver alone in ex- 
change for currency could get what he wanted by exchangmg 
gold for silver, or silver for gold, at the market rate. Government 
fixing its own rates from day to day, so as to keep its reserves of 
the two metals in about the right proportion, might safely under- 

^ See the Appendix to its Final Beport [C. 5512-7], especially answer to 
Question 983'?. Much of its substance is contained in an article on “Remedies 
for fluctuations of general prices” m the Contemporary Beview for March, 1887; 
where some matters kindred to these our*ency pohcies are discussed. 
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X, VI, 3. take this exchange itself, and then anyone conld buy or sell either 
gold or silver for currency in one operation. 

To ensure convertibihty the currency would not be allowed to 
exceed, say, twice the buflion reserve in the Issue Department, 
except m times of emergency, when the minimum, rate of discount 
was, say, 10 per cent.; and then the rule might be broken, either 
as now, by the ^authority of the government, or, w'hich I think 
would be better, by a self-actmg rule. The country would save so 
much on the cost of its currency that it could well afford to keep, 
as a normal reserve, bulhon worth, say, £20,000,000 in excess of 
this limit, and thus prevent the sudden stringencies which we now 
suffer whenever there is even a small foreign drain of bulhpn. There 
would be, as now, token coins of silver and bronze; but, since even 
a small percentage on the value of a gold com is sufficient to pay 
the ilhcit comer, it is doubtful whether it would be worth while 
to have token coins of gold. 

Ricardo s proposal was made at a time when the mismanage- 
ment of paper issues at home and abroad had made the notion 
of a paper currency repugnant to all prudent people. But now 
there is a greater tendency to discrimmate between paper money 
which has no sound basis, and which may fairly be caUed soft 
money, and paper whose convertibility into hard metal is properly 
secured. The strangeness of the scheme wiU make many refuse 
to examine it closely; but those who can overcome their natural 
repugnance to the use of paper money will, I think, find that it 
has the foUowmg advantages --(I) it would b^ economical and 
secure; (2) though econonucal, the largeness of its reserve would 
obviate the sharp twmges, that now frequently occur m the money 
naarket; (3) it would vary in value with the mean of the values 
of gold and silver, (4) as it would m no way attempt to control 
! the relative values of gold and silver, and would not be affected 
even if an ounce of gold became worth 50 ounces of silver, it could 
be begun at once and without risk by any one nation, and it would 
be specially suitable to the circumstances of tEe Anglo-Indian 
Empire; (6) if adopted by several nations it would constitute at 
once a perfect mternational basis of currency and prices. France 
TOuld, if it chose, still reckon m francs, England m pounds, and 
■ ^enca m doEars; but every 20 franc note would state on its 
, face how many francs were exchangeable for a standard pair of 
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bars of 100 grammes of gold and 2000 grammes of silver; and 
tberefore tbe equivalent in £ s. d. ot 100 francs would be settled 
once for all There would be notbmg to be allowed as now for 
seignorage or for wear and tear of corns. Francs, pounds, or dollars 
would alike give^a definite command over bars of gold and silver, 
wMcb would form a perfect medium for mtemational payments. 

It may be added that proposals to tie the value of currency to 
that of gold or silver or both, without the use of gold and silver 
corns, occupied a good deal of attention rather more than a hundred 
years ago; partly under influences similar to, but stronger than, 
those which spread over Europe after the recent great war. This may 
be seen clearly m the evidence of Alexander Baring and Kicardo 
before a Secret Committee of the House of Lords m 1819. They 
approved proposals that ‘^the Bank'’ should ^"dehver uncomed 
Gold or Silver at the Mint Standard and Price m exchange for 
their Notes, instead of the Dehvery of Coin"; while the bank 
should buy bulhon ofiered to them at rather lower prices^. 

^ The quantities of these transactions were indeed not to be unlimited; and 
the mmt was to remam open for the comage of gold money the precedent of 
the bank at Hamburg was quoted. Minor conditions were added, the bank was 
not to be troubled by small transactions Keference was made to difficulties 
ansmg from probable variations m the relative values of gold and silver ex- 
perience indicated that they would not be great. Banng would prefer that gold 
should be the fixed standard, silver bemg treated as equivalent at rates which 
“should be adjusted every ten years, or at some other given period ” 

It may be added that there seems to be no good ground for an opinion, which 
was much in vogue some time ago, that “bimetallism” (in the sense of fixed- 
ratio-mmtage) would necessarily cause a great rise of prices It would probably 
have that effect if th§ proportion in which the two metals were combmed in the 
basis of the currency (say 16 to 1) made it easier to mcrease the currency by 
adding to its basis sixteen ounces of silver than by addmg one ounce of gold But 
Nature has been secretive m regard to her stores of the two metals This point 
was raised by the present writer m evidence before the Gold and Silver Com- 
mission m December, 1888, and the foUowmg January, QQ. 9623-10226; and 
before the Indian Currency Committee in January 1899, QQ. 11757-11850 
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BUSINESS CREDIT 

CHAPTER I 

THE DEVELOPMENT OF MODERN MARKETS 
FOR CAPITAL 

1. Private capital — other than that which consistedj of the 
ownership of land^ hiiildings, and slaves — was not of great 
volume till recent times. 

The chief capital employed in early stages of large-scale industry 
consisted of slaves, or, at least, of serfs. But merchants had large 
capitals invested m stocks of goods; and, sometimes, m ships or 
in long trains of mules or other beasts of burden. 

Rome dug out wealth with the sword; but she developed it by 
business energy. She became the centre of large industry for a 
great part of Europe: and during her decline Constantinople was 
rismg to take her place. All the while the chief capitalistic invest- 
ments were in ships and m slaves; and goods ready for sale came 
next: the implements of production were not costly. 

Later on the productive capabilities of the energy of falling 
water and of wind developed factories, each of which absorbed a 
considerable quantity of capital: and, yet a few centuries later 
facJtories'and railways worked by steam power became chief em- 
bodiments of capital on the land: while steam-propelled ships 
made a powerful contnbution towards the capitalistic unification 
of the trade of the world. 

In the earlier stages of capitalistic development the first place 
was held by mdividuals, or by small groups of men, each possessing 
much wealth. In the modern age, many railways and erther under- 
takings are owned in great par^ by multitudes of small capitalists. 
The main efiect of this development is to strengthen the position 
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of the middle classes relatively to the working classes on the one 
hand and to the wealthy classes oc^the other. 

The term capital” has been supposed to refer to the number 
of heads of cattle which constituted the chief wealth of pastoral 
tribes: and agaip to the number of heads of slaves employed m 
cultivation of th^land; or in ‘^manufacture”; in the origmal sense 
of the word, in which it suggested direct manual labour. During 
the Middle Ages feudal-tenure of land gave “landholders” certain 
rights over the services of those who lived on their land. They 
themselves “held” the land indirectly from the Sovereign (or 
State) : but m effect they owned it subject to certain claims, which 
successive generations of lawyers have defined and limited; until 
the land of the country has become private property, and is 
regarded as an exceptionally stable form of capital. 

Landowners might therefore have set up strong banks, which 
would have supphed industry and trade with the funds needed 
for that rapid mcrease in their activities, which was caused by 
the development of world-trade, and by the continual increase 
m the costhness, as well as the efficiency, of the apphances of 
manufacture and of transport by land and sea. But in fact trade 
and mdustry, have been the chief sources of the great volume of 
capital, which has enabled the present age almost to defy the 
severity of Nature’s law, to the effect that increased apphcations 
of effort to land, already fairly well cultivated, will yield a con- 
tinually “diminishing return,” 

2. Early pTtases of business credit, the chief capitalists 
were traders, the largest borrowers were sovereigns and re- 
publican governments. 

The work of credit in the modern age differs from that of earlier 
times in two chief ways. Formerly a great part of it was given by 
professional money-lenders to spendthrift heirs : now it is chiefly 
given by people who are hving within their incomes to States 
which do not spend recklessly, and to strong businesses, in the 
hands either of private persons or jomt stock companies. Again, 
formerly those who received it, were generally hard-pressed by 
those to whom they had incurred obligations: now they are, for 
the greater part, powerful busmesses engaged in production, 
transport or commerce. 
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It 1 , 2. Monarciis used to be large borrowers: chiefly for the purposes 
of war; largely to support exfeavagance on the part of themselves 
and their favourites; and occasionally for financing expenditure 
on good roads and other requisites of national well-being. Some- 
times indeed professions that a loan was neede4 for purposes of 
urgent public doncern, were used as decoys for bringing a good deal 
of the national capital to the aid of the personal extravagance of 
a sovereign and his courtiers. In such cases loans were invited 
by bankers and" other financiers m their own name, the lenders 
could appeal to Courts of Law against the nommal borrowers; 
and they were able to put pressure on a monarch to whom the 
proceeds of a loan were transferred: they could threaten to refuse 
help m his need at a future time; and they could often force hnn 
to give into their hands a material guarantee for their good faith. 

But, after all, the most massive loans have been those which 
were beheved to be necessary to ward off national disaster. Such 
were the loans by aid of which England financed the Napoleonic 
wars, those arismg out of the American Cml War, and the recent 
great European War. 

The motives of subscribers to such loans have always been, in 
part at least, patriotic and unselfish: and the respect, which they 
have earned, contributed to the complete disappearance of the 
notion, which long prevailed, that dealings in credit are unworthy 
of a man of high character^. 


1 It was indeed long mamtamed by Patnstic writers, that a loan of money 
(as distinguished from the lettmg out of a house, an implenu^t, or other valuable 
commodity) rendered no real service that could rightly demand a reward That 
opinion denved support from the fact that the borrower was frequently m 
distress: the practice of borrowing additional funds m order to develop a stron^r 
business was then not very common ^ ^ 

The hardships that might otherwise have resulted from the wholesale oon- 
dei^ation of usury ’’were, however, mitigated by the pious fraud of arrangmv 
that the person m need should seU something at one price and engage to buy it 
bar* after a time at a higher puce. It might have been observed that the iLn 
of money and its repayment constituted a similar double exchange but no one 
was rnolmed to perceive a thing, which authonty declared not to exist. 

IS large, and sometimes tnviaL But attention 
^e®ted to Kmes, Der Credit, and to the description by Laspeyres of 
toe epoch-mahmg conflict m the Netherlands between dd prejudices ™t 

^ tendency towards a dismmmating trans- 

ference of the command over capital to those who could turn it to good acoorat 
{QemhtoUeier voU^rUchaftlichen der Eollandex) Book vr. The^ohapters on 

to S middW to"* ’ ^761. give a long list of devicespreacto™ up 

to the middle of the eighteenth century, for evadmg the law that nrolnbited 
mteiesfc at more than five per cent. ^ promoitea 
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3. At one time mer chants were the chief dealers in credit 
in England. But the capital employed in manufacture has 
increased fast and steadily. 

During tte Middle Ages mercliants were tlie cHef dealers in 
credit on a larje scale, and on reasonable terms: wMe millers 
gave a good deal of credit on a rather small scale. Petty loans 
were often made to persons in distress on t^rms which went 
some way towards justifying the popular prejudice against 
^^usury^^’ 

Consequently merchants could make good profits by lending 
considerable sums at rates which would be unreasonable m the 
present age of abundant capital, but were moderate relatively to 
the conditions of the time : and many banks of the highest standing' 
now can trace their origin back to merchants. 

Great merchants stood high m general esteem: many of them 
had inherited the reputation earned by several generations of 
honourable dealmg m large affairs. But manufactures had passed 
by almost imperceptible steps from work done in cottages by rude 
men, who received their wool or flax material from a trader, and 
were paid by him on return of the cloth or hnen made therefrom. 
Merchants were thus trained by their own business in the chief 
functions of a banker. 

But the relations of banking to industry changed gradually. 
Handiwork, on methods inherited from earlier generations, gave 
place to massive manufacture; in which tradition was of but 
little avail; and changing conditions required an alert mind, 
which seldom looked backwards. A manufacturer with a master- 
ful mind became powerful and rich, provided that he looked always 
forwards: he needed to study the past indeed; hut his main 
concern with it was that he might consider how far the future 
would differ from the present, as the present differed fronq the 
past. 

The rise of manufacture to a chief position in the world of 

* The borrowers did not know that a debt of one pound at*^ per cent, a month 
(if left to run) would amount to £10 at the end of four years, to £10,000 at the 
end of sixteen years. But usurious lenders knew a good deal about such matters: 
and, bemg aware that they could not obtain the full value of a debt thus ac- 
cumulated, •they contrived to avoid receivmg back a loan in fuH, with the 
interest due on it they rather encouraged the borrower not to incommode him- 
self by completely discharging his debt.* 
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II, 1, 3. finance was partly due to the need of progressive manufacture 
for a large supply of capital.^ But it was also in great measure 
due to the fact that, while in former ages constructive imagma- 
tion was the task of the merchant, who gave out his orders to 
handicraftsmen, the modem age requires that tq.sk to be shared 
between the manufacturer and the merchantf In many cases 
indeed the pioneenng eSort of constractive imagination comes 
from the manufacturer; and the trader follows: and this change, 
in concert with the increase in the capital required by a 
progressive manufacturing business, has modified, and is modi- 
fying, the orgamzation of markets for credit, national and inter- 
national. 

When massive manufacture had been well set up, it ceased 
to be dependent on trade for its supply of capital. It borrowed 
from bankers, while the bankers supplemented their own re- 
sources by others obtained from the general pubhc. In particular, 
they issued notes - and these passed into general circulation, thus 
constituting m efEect quiet loans from the pubhc to the banks, 
the loans bemg thus passed on to the pubhc at large. The ultimate 
re, suit was that the pubhc lent, almost gratis, to banks the 
power of issmng notes; and the banks used these notes as a 
chief embodunent of the loans, which they made to particular 
members of the pubhc in return for agreed interest (or discount) 
on the loans. 


Some account IS given m Iniustry and Trade, Book I, Chapter ix, of the 
foundations of modern business in general tiust and credit, and of the eansos 
which have ^ven to the leaders of productive industry much of the prominence 
and responsibihy that formeily belonged almost exclusively to great merchants 
the methods of manufacture, which belong specially to 

the modem age was to draw mdustnes away from towns, to quiet places wLre 

Bn applied m movmg textile and other maolunery 
t that power was seldom sufficiently concentrated at one place to enable it 
to drive a ainam giant factory, and a stream was often used to turn m succession 

the s“rndr“^ Bometimes held in 

A long tune ago I saw a mine being worked by aid of power derived fmm o 
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4. Since the rate of interest on a loam is commonly ex- 
pressed in terms of money^ it i% liable to he affected in fact, 
though not in appearance, hy changes in the imrchasing 
power ofmoney\ 

The constructive uses of modern business credit are generally 
understood; and'a good deal has been said about them in previous 
works by the present writer^. 

Interest ’’ m the strict sense of the term is the payment, which 
any one receives during a given period, in return ior a loan : whether 
to a private person, or to a Government, e.g, when buying Consols; 
or to business undertakings, e g. when buying the debentures of 
a railway. A world can be conceived in which the opportunities 
for the profitable investment are so small that people are willing 
to entrust their capital to Governments or other stable recipients, 
without expecting any reward other than the security of a full 
return on demand. In such a world interest would be unknown. 
In stagnant districts even of this world, a man rarely borrows 
in order to expend either for personal consumption, or for business 
purposes, and a supply of loanable capital m such a district might 
fail to earn any considerable interest beyond a mere insurance 
against the risk of loss of the capital 

As a general rule, interest rises m consequence of a greater 
willingness of borrowers to borrow, or of a greater unwillingness of 
lenders to lend: the first generally indicates increased confidence, 
and perhaps increased prosperity; the latter generally indicates 
the opposite. Iioans to one man make him a good customer for 
others at good prices, and make them therefore eager to borrow, 
and that makes them good customers; and so the movement grows. 
Thus, a fall in the purchasing power of money tends, after a while, 
to raise the rate of interest on investments, whether for long periods, 
or short. The large trade in loans for short periods is the chief 
source of the profits of those banks, which do not issue currency. 
Much of the credit given by a bank is in the form of giving cash 
in return for a bill, which contains an undertaking to pay a certain 

* TMs Section is in the mam reproduced from the present writer’s evidence 
submitted to the Indian Currency Committee, 1899, Q. 11765. and to the Gold 
and Silver Commission, 1888, Q. 9981. 

* Espeoi^y Prtnctples of Economics, II, vr-vra, on “Interest of Capital, and 
Profits of Capital and business power”; and Industry and Trade, II, ix, on 
the “ Financial basis of busmess organization ” A short abstract of these chapters 
based on their “Contents” is given below m Appendix D. 
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II, 1 , 4 sum at a given date — frequently after three months : the deduction 
thus made is called “discoimlf^ ” 

This divergence from technical accuracy in regaid to short loans 
IS well nndeistood It is indeed of veiy little importance relatively 
to the influences which changes m the general purchasing power 
of money exert on the real rate of interest for loans, even though 
the interest, measured m terms of money, remains unchanged. It 
IS of course, obvious that any one, who borrows money, stands 
to gam if there Is a general rise of prices before he is called on to 
repay it* for that rise is a fail in the value of currency, and there- 
fore lie can obtain the currency needed for the repayment at less 
real cost than if prices had remained stationary. Attejution has 
been called above (I, i, 3) to the facts that, if a man borrows 
a peck of green peas in April, and returns two pecks in June, and 
pays DO interest at all he does not even return the corpus of the 
loan* that if a man borrows £100 under contract to pay back 
£105 at the end of the year, and meanwhile the purchasing 
power of money has risen 10 per cent , he cannot get the £105 
which he has to pay back without selling one-tenth more com- 
modities than would be suflicient for the purpose at the beginning 
of tne year. On the other hand, if prices had risen so much that 
the purchasmg power of money had fallen 10 per cent, during 
the year, and he could get £100 for things which cost him £90 at 
the beginiung of the year, then, instead of paying 5 per cent for 
the loan, he would really be paid 5| per cent, for taking charge 
of the money, 

j-his illustrates tne principle that the general rate of interest 
will be raised by a gradual and anticipated fall in the value of 
curiency relatively to commodities, and that it will be lowered 
by a rise in that value, even where there is no change m the con- 
ations of general demand and supply, and similar relations hold 
between fluctuations of general prices and fluctuations of the rate 
of interest. 

Of course a mdden fall in the purchasing power of currency, 
that IS to say, a sudden rise of prices, may be due to a very bad 
harvest at home, and then it is clearly an evil; or it may be due 


dn« I W 4 per cent the bank wiU pay £99 for a biU 

at 4 per cent . th£'£r' 
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to a bad harvest elsewhere, as the rise in Indian prices in 1891 
was caused mainly by the Kussian^amine, and that was good for 
India. But, especially in the West a sudden rise of prices is 
generally the result of either currency inflation or improvement in 
credit. In so ^’t^as the rise of credit is a revival, after the industrial 
system has been purged from its impurities by the preceding period 
of low credit, it is a welcome sign of recovered health But the 
movement would be as beneficial for the time if it were accom- 
pamed by a more cautious use of credit and moi^ umform prices; 
and m the long run it would be more beneficial. As it is, the in- 
flation causes lenders to be careless; all business men seem to be 
havmg % large margin of profits; speculative buyers can borrow 
and become rich by selling for many counters what they have 
bought for few counters, and their gams, which add nothing to 
the common stock, are merely the result of successful raids on the 
common stock, and these gains give to busmess a fictitious appear- 
ance of prosperity* The rate of discount is determined by the 
average profitableness of different business; that is, dcfcerniined 
partly by the amoimt of capital that is seeking investment as 
compared with the openmgs for new docks, new machinery, and 
so on; and the extent of these opemngs is itself practically deter- 
mined to a great extent by the behef that people have that prices 
will rise or fall, other thmgs being equal, for people are unwilling 
to borrow if they think that prices will fall. The supply of loans 
on the one hand and the desire of people to obtain loans on the 
other, having fixed the rates of discount at anything, 8, 6, 5 or 
2 per cent., then the influx of a httle extra gold, going as it does 
into the hands of those who deal in credit, causes the supply to 
rise relatively to the demand; the rate of discount falls below its 
eqnihbrium level, however low that was, and therefore stimulates 
speculation. 

It is true that a faU which had been produced by the thinning 
out of the field for the investment of capital relatively to the supply 
of capital, could not increase speculation, because it had itself been 
caused by the difficulty of findmg a profitable opening for specula- 
tion. But ere long discount would faU sufficiently low to absorb 
the capital even in spite of the thmning out of the field for 
its profitable emplojunent: and then a new equilibrium at 
the lower rate of discount wbuld be reached between the 
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II, 1, 4. demand for loans and the supply of them. This new rate effects 
the equihbnum by cansmg qjapital to go into the hands of 
speculators who would not take capital at the old rate, but do 
take it at the new; and whatever form their speculation may 
take, it is almost sure, directly or indirectly, to :^ise prices. This 
IS the mam issue. 

There is, however, a ^de issue which may be in some cases more 
important than the mam issue. It is that, when the gold comes 
to the country ite arrival is known, and people expect that prices 
will rise a httle. Now, if a person doubtmg whether to borrow for 
speculative purposes has reason to beheve that prices will rise, 
he is willing to take a loan at 3 per cent., which before he would 
not have taken at more than 2| per cent. Consequently the 
influx of gold into the country, by making people believe that 
prices will nse, increases the demand for c mmand over currency, 
as a means of buying goods; and thus profiting by the nse in 
prices. It tends therefore to raise the rate of discount. This matter 
IS further considered below, Book IV, Chapter iv. 



CHAPTEE II 

THE OWNERSHIP OP CAPITAL IN JOINT STOCKS 

L The beginnings of England's experiences in the massive 
organization of industry and trade. 

In former ages the physical force, required for the purposes of 
industry and trade, was derived from the muscles of animals and 
men, with only a httle aid from wind and from falling water. 
Now, by far the greater part of it comes, in some form or another, 
from coal: the chief tasks of man in the matter have lain in the 
contrivance of plans for this purpose, and the provision of ap- 
propnate mechanism. But those great men, by whom these tasks 
were set in progress in the eighteenth century, could not foresee 
the full extent of the influences which they would exert, directly 
on the technique of industry and trade, and indirectly on their 
financial orgamzation. It is indeed possible that the later ex- 
periences of the Regulated Companies, and the old Joint Stock 
Companies, which opened up England’s trade with distant lands, 
and developed many industries in them, may have suggested the 
notion that an increasing share in the development of such 
industry and trade would fall into the hands of persons who were 
not directly engaged in them. But that experience could not go 
very far m suggesting that many industries and trades, which 
were mainly concerned with the supply of home markets, would 
soon come in large measure into the ownership of people who took 
no part in their work. 

For indeed the present organization of a great factory was^ not 
then foreseen. Many of the implements used in manufacture were 
so simple and inexpensive, that they could be worked in cottages; 
and a large factory in any industry could be httle more than an 
aggregation of many small factories. As has already been in- 
dicated^ this method obtains in some branches of the textile 

^ The rehearsal of elementary considerations, contamed in this chapter, seems 
necessary for completeness; but some readers may prefer to read only its section 
headings. • 

® See Industry and Trade, Appendix 0 4. 
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n, n, 2. industry now . but in earber times it was general , and, consequently, 
a man with small capital could bear the risks of a proportionately 
small business without much difficulty. 

A considerable number of modern industries cannot work to 
advantage without the aid of very large capitdl, while those 
engaged in continuous heavy transport over long distances reqmre 
vast capitals. In some of these industries, indeed, no business can 
be started with a small capital. A man of gemus may sometimes 
so develop a buHness of moderate size, that it can grapple with 
the difficulties which are generally beyond the grasp of any but 
giant capitals- but, even m such cases, the business is frequently 
thrown mto jomt stock form, either when old age presses on its 
founder, or after his death. 

2. While loans for short periods are most conveniently 
obtained from hanJcs and other dealers in credit, permanent 
loans are invited direct from the public. These commonly 
take the form of debentures, which are in effect liens on the 
property of the business concerned. 

There is no fundamental difference between credit for short 
periods and credit for long periods, as there is no fundamental 
difference between a sadmg boat and a sailing ship, but the 
methods, appropriate to short and long period credits, have 
differed widely. It is true that an able and dihgent financier could 
often keep a debtor m tow for a long while, by so managing that 
the debt with acermng interest should never be -paid off m full. 
But long period credit is mainly effected in the present age by 
the emission of standardized “securities,” which are handled on 
Stock Exchanges; though banks act as intermediaries between 
sorne of their customers and brokers on a Stock Exchange. Short 
perigd loans on the other hand are for the greater part obtained 
by a customer from the bank with which he deals: he may have 
placed title-deeds or stock exchange securities m the bank’s hands 
which are pledged m effect, though not in legal form, against the 
loan, but such loans are often made without any safeguard, other 
than the personal character of the borrower. In the early days 
of jomt stock bankmg, when Stock Exchange securrties were 
relatively rare, much stress was laid on the mabihty of an official 
of a jomt stock bank to grant personal credit of this kind as freely 
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and fully as it conld be granted by a private banker; wbo risked ii, n, a 
only his own capital in doing so. • 

joint stock company is a company or partnership, whose 
capital IS divided into shares, nsnally transferable, some of which 
are held by eacl^of the members. A limited liability company is 
one whose members are individually hable for the compames’ debts 
only to a specified amount, often not exceeding the amount of 
stock that each holds.” The shares of such a company are often 
divided into two classes, '‘Ordinary” and "Prefefred.” The com- 
pany is likely also to have issued “Debentures.” These are in part 
acknowledgments of debt paying a fixed rate of interest* they 
give no ri^ht of control over the affairs of the company so long 
as that interest is paid. Thus the properly of the company is vested 
in its shareholders: debenture holders are in effect creditors of the 
company, who cannot demand repayment of their loans so long 
as they duly receive interest on them. The risks of the company 
fall mainly on the Ordinary shareholders: but, if it is registered 
under the “Limited Liability” Act, the utmost that can be 
demanded from them by creditors of the company is the full 
nominal value of their shares. If that amount is inadequate to 
discharge its debts, creditors may demand from Preferred share- 
holders the full nominal value of their shares. Debenture holders 
are hable to the loss of their fully paid up property in the company 
in case it fails: but they are under no direct habihty to other 
creditors of the company. 

3. The normal rate of interest on fairly secured permanent 
loans, other than those to Governments, is now set hy the 
markets for debentures ofjomt stock companies. 

The assured length of life of a weU organized joint stock com- 
pany is indeed an important factor in the trust with wly.ch 
investors are inchned to regard its securities. Even a man, who 
cannot expect himself to see the full development of a company’s 
power and prestige, knows that its securities will i;ise in value as 
its future prospects improve: and that it therefore will become a 
better property for himself, and for his heirs. Indeed the largest 
stores of capital free for investment, which come into a man’s 
possession, are hkely to find him thinking as much of their 
probable value to his heirs, as of fiie direct benefit which he will 
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II, n, 3- kmself derive from them. For these and similar reasons, deben- 
tures of first class commercial undertakings appear frequently to 
offer at least as good a promise of secure and permanent income 
as do the securities of even a strong Government. Of course some 
business, especially such as is connected with jjiheritance, may 
have special reasons for selecting securities, which have the 
authority of Government: and the high price of British consols 
relatively to their yield is partly due to the advantages which they 
offer for the m\^estment of trust-funds. 

In joint stock enterprises, numerical comparisons of expenditure 
need to be constantly compared with assets. It is not necessary 
that the tangible assets should exceed the outlay; for a young 
business may often advisedly spend a good deal in building up a 
connection, the chief fruits of which will be reached in later years: 
but where any considerable claim has to be entered on this ground, 
the basis of the claim calls for close scrutiny. 

Partly for this reason a great venture is often set up by a group 
of able capitahsts, each of whom can form a fairly good judgment 
as to the value of the intangible assets which it is bmlding up . and, 
only when its net profits have reached a level which yields a good 
return on all the outlay, do responsible men see their way clear 
to invite the public to take shares in the venture^. 

^ Often they keep most of the Ordinary Stock m their own hands until the 
new venture has obtamed a good hold on public confidence, meanwhile funds 
obtamed by the sale of debentures meet their more urgent requirements. 
Debentures indeed now do much of the work that used to be done by mortgages 



CHAPTER III 


THE KEVELOPMENT OF BEITISH BAKERS 

1. Introdiietory. m, i. 

''Tke word hanh m tlie economic sense covers various meanings, 
wMcli all express one object, a contribution of money for a common 
purpose.’^ Thus Bacon, in bis essay on Usury, while explaining 
‘‘bow tbe discommodities of it may be best avoided and tbe com- 
modities retained,” uses tbe word ‘‘bank” as a term with which 
bis readers would be familiar. Originally connected with a mound 
or bank of earth — hence with that of monte, an Italian word 
describing a heap — the term has been gradually applied to several 
classes of institutions established for the general purpose of deahng 
With moneys. 

The industry of finance has been affected, like others, by the 
ever-growing volume of busmess to be handled, by the increasing 
facilities for standardization, and by the development of rapid 
communications. Telegraphic messages, sent when necessary in 
C3?pher, enable close concert to be mamtained among banks and 
other financial houses; and more particularly between the head 
office of a financial house and its branches. In fact, in the modern 
age, the citizens of almost every considerable town have im- 
mediate, though indirect, access to the centre of the financial 
resources of their country. 

Thus a bank receives from professional men, and other customers, 
large quantities of money or command over money. It renders 
important services to them by safeguardmg that command, ^nd 
by transferrmg it according to their instructions — generally ex- 
pressed in the form of cheques — ^to its several destinations, it 
pays them a low rate of interest on any consideijable sums that 
axe left with it. The details of these arrangements vary of course 
with the locahty, and with the circumstances of particular cases. 

In return^for these services it obtains the power of lending a 

* This statement is reproduced from an article by PaigraTe on “Banks and 
bankmg” in tbe current edition of tb© J^/icych'paedta Bntanmca, 
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II, m, 1. considerable amount of the command over money placed in its 
hands: its receipts from this source are very much larger t.Tian its 
payments of interest to depositors. This excess supphes insurance 
against minor losses on loans, remuneration to its officials together 
with other costs of its estabhshment, and lastlw, income to its 
proprietors. 


Nearly all the chief work of an Enghsh bank now falls under 
one of two heads; The first consists in the transimssion of money, 
or command over money, from one person or corporation to 
another. This task is responsible; but it is a matter of routine- it 
calls for intelligence, punctuahty and rigid exactness; but it makes 
httle demand on the relatively rare faculties that are specially 
required in the higher work of business. 

The second, and more responsible, part of its work consists in 
deciffing to whom it should afford credit, how large those credits 
should be, and on what security they should be based. In the early 
days of banking, such credits were chiefly based either on direct 
knowledge of the affairs of an apphcant for loans, or on the deposit 
of doc^ents representing real property or merchantable goods: 
now, these bases are enlarged, and in many cases superseded, by 
the deposit of stock exchange securities. If, as generaUy happens 
these are of high quahty, their values are pubhcly recorded from 
day to day: and, as a rule, the bank need not make any special 
mquny m order to be assured that their aggregate market value 
Jows a good margm above the amount for which they are pledged, 
men ample secunty of this kind is pledged, although the task 
of the banker stffi requires alert intelligence, it no longer makes 
great calls for independent responsibility. 

There are, however, many cases in which a rising trader or 
farmer has nothmg outside his own business which he can pledge 
A private banker who has spent all his hfe in the neighborhood 
of his bank can often safely lend on mere personal secrity, where 
a manger of a branch of a great joint stock bank, who has no 
ffirect personal acquaintance with his chents, could not. It is 
to be hoped that the supersession of smaU banks by branches of 
large baiffis wiU not leave small farmers and other traders m time 
(ff ^cul^ with httle recourse, save to a class of privlte money 
lenders, whose ways are apt to be dark. ^ 
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A little more is said about the development of Eritisii banking n, m, 2. 
in Appendix E. ^ 

2. The Banh of Englmid as the hanlt ofbanhers, and hi 
some respects a guardian of national interests. 

A 

Tbe supremacy, partly moral and partly material, wbicli tke 
Bank of England obtamed durmg tbe suspension of cask pay- 
ments,' continued after gold bad again come mtd full circulation. 

It bad become tbe Bank of bankers as well as of mercbants, and 
it bas retained that position. Indeed, as time went on, its re- 
sponsibibties were mcreased by every increase in tbe economy of 
coin wbicb came about wntb further developments of banking 
organization. Eor, while tbe general banking business of tbe 
country increased rapidly, tbe banks whether in London or tbe 
provmces kept a constantly dimimshmg proportion to their 
reserves m cash. They got into tbe habit of keeping by them bttle 
more than '' till money ’’ , %.e. enough to meet the ordinary demands 
of their customers for cash to pay wages, and for other retail 
transactions: this often came to very little in the case of banks 
which issued their own notes. Their real reserve was left at the 
Bank of England, and their larger transactions were settled among 
themselves, partly by various systems of “clearing’’ or cancelling 
obligations against one another, the balances being paid at first 
in Bank of England notes, and afterwards m cheques on the Bank^. 

Thus were laid the bases of the two great characteristics of 
Enghsh banking, firstly, the attenuated reserve of bullion on 
which the vast business of the country rests for its immediate 
credit in times of pamc; and secondly, the anomalous position 

^ Charles Bosanquet (1810), after explaming this, adds, ‘'accredited brokers 
now hourly walk Lombard Street, take the superfluous cash of one banker and 
lend it to another m any sums for any time, a week, a day,” or even “at three 
o’clock repayable by draft at the clearing at four The bankmg houses in 
London are hke so many cisterns disposed on each side of the street, betw&n 
which pipes of communication are introduced ” 

But it remamed m a great measure true that “the Bank of England is the 
great regulator of the country paper: when they merease or decrease the amount 
of their notes the country bankers do the same.” (See Ricardo, Etffh Price of 
Bullion; compare also his Beply to Mr Bosanquefs Observations, ch. v; Thornton, 

On Paper Credit, ch vm ) There is much evidence of bank directors and others 
before the Parliamentary Committees of 1819 to the same effect. Similar remarks 
apply m part to the bills of exchange, which were the chief circulatmg medium 
in Lancashire tnen and for some tune later, and which, when drawn by a country 
bank, differed httle from bank notes, see^the evidence of Stuckey and Lewis 
Lloyd before the House of Lords Committee m 1819, 
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II, m, 2 of the central Bank: which in effect acts as trustee for the com- 
munity m the administration <S its ultimate cash reserve , although 
no formal act of the Government, the Parhament, or the bankers 
has imposed on it the responsibihty of admimstermg that reserve 
in the general interest^. ^ 

The Bank of England has become not only the Bank of bankers, 
but also their leader in matters that directly affect the security 
of general credit m the business of the country. Its Directors 
include many leadmg business men : and it has been stated publicly 
that, as a general rule, their stakes in the Bank itself are so much 
less than their stakes in the general commercial prosperity of the 
country, that they cannot be tempted to sacrifice public mterests 
to those of the shareholders of the Bank. They must often reach 
qmckly important decisions on difficult issues, and their wisdom 
is occasionally called in question by critics: but no suggestion is 
made that they have sacrificed general to particular interests. In 
fact, they act with that full sense of responsibihty which belongs 
to pubhc mimsters*. 

^ Inglis Palgrave, a banker and an economist, said {Banhrate and the Money- 
Marlcet) 1903, p. 23), “tbe balances, which bankers m London keep with the 
Bank of England rather represent... their ‘Till-Money ’ than their reserve ” For 
it is m effect “the amount which every banker is bound to keep close at hand 
to meet the calls of the moment ...It is transferred for convenience sake to the 
Bank of England.*’ On similar hnes he contrasts (p 29) a bank’s responsibilities 
in regard to bills which are based on current transactions, and “turn themselves 
mto money,” with those “such as the acceptances of contractors and others, 
which, though they no doubt will eventually be paid, may req[uire a fresh loan 
to be made to continue them ’ 

® The troubles of 1837 and 1839 evoked much criticism o# the general manage- 
ment of the currency and the Act of 1844 divided the business of the Bank mto 
two parts Under it, the Bankmg Department exercised its discretion as to the 
grantmg of credit, and similar matters; ]ust as any other bank does. But the 
department, which is responsible for the issue of notes, was rigidly bound by the 
rule that the total face value of its notes might not exceed that of the bullion held 
against them by the amount of its origmal loan to the Government, together 
with certain portions of the rights of issue formerly held by other banks, which 
it was permitted to purchase from them The rights of issue retained by other 
banks were rigidly iunitcd: and, m effect, an mcrease m the total amount of the 
currency was limited (subject to the special procedure already noted in regard 
to silver and copper corns) to the equivalent of certam debts of the Government 
to the Bank, together with certam still remammg rights of uncovered issues by 
other banks, and the amounts of gold com and of gold b ulli on held for currency 
uses. But during the recent war these regulations were suspended and the 
British currency became for the time a paper currency, with an undefined backmg 
of bullion. The position thus reached is complex and transitionaj. Its develop- 
ment up to 1921 can be seen in a long series of Acts of Parliament, Proclamations 
and Reports of very strong Commil^tees, which are reproduced as Appendices 
in Kirkaldy’s Baiish Ftnance, 1915-1921. 
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So far notMng lias been said as^to the exceptional power and ii ni,3. 
responsibibty of tbe Bank of England in times of disturbed credit: 
that matter will be considered later^ 

3. The reofganization of private haiihs as joint stock 
eompanies has often been accompanied by a dimmution of 
the personal element in the credits given by them. 

Adam Smith in 1776 bad regarded banking one of tbe few 
businesses of wbicb “tbe operations are capable of being reduced 
to a routine, or sucb an uniformity of method as admits of no 
variation’’; and which can therefore safely be intrusted to the 
divided responsibibty and the narrow enterprise of a jomt stock 
company: but he seems to have had chiefly in view the work of 
the Scottish joint stock banks. On the other hand English bankers 
at the beginning of the nineteenth century had before their minds 
a business which was not mainly one of routine* and their evidence 
before successive Parhamentary Committees up to 1833 was 
generally agamst the joint stock prmciple. 

Lord Overstone, writing in 1832, says, “joint stock banks are 
deficient in everything reqmsite for the conduct of the banking 
business, except extended responsibibty”: it requires constant 
alert attention to details and prompt, discreet decisions, guided 
by “a nice reference to degrees of difierence in the character of 
responsibility of parties”, and more to the same effect. On this 
Bagehot observes that the banker of Lord Overstone’s time lent 
much to private individuals, from whom he could obtain no 
security, and therefore acted on “his judgment of the discretion, 
the sense and the solvency of those to whom he lent. ..The joint 
stock banks were quite unfit for the business Lord Overstone 
meant, but then that business is quite unfit for the present time.” 

This was wntten m 1873 : the changes which Bagehot saw at work 
have continued at an increasing rate during the last half-century^. 

It is true that the owners of a private bank have undivided 
interests in its prosperity; and also perfect freedom to take a risk 
which is justified by particular considerations within their know- 
ledge, even though it belonged to a class not generally smtable to 
• 

^ Hii Lombard Street, a description of the money market, 1873, is a masterpiece, 
wliich is likely to be read by successive generations witb almost as much interest 
as by that for winch it was wntten. 
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be taken by a bank. It is true^lso that they are likely to associate 
intimately, and on even terms, with other leaders of business in 
the neighbourhood of the bank: and are thus m a position to form 
good judgments as to the personal qualities apd conditions of 
applicants for loans, and to obtain trustworthy confidential in- 
formation on matters of local interest. 

On the other hand, local disturbances of credit and of economic 
activity are increasingly associated with, and even dependent on, 
fluctuations of general confidence and activity in national industry 
and trade: and m regard to them those m the central control of 
a great bank have great advantages. The more closely the business 
interests of a district are united with, and influenced" by, those 
of the country at large, the more important becomes the guidance 
which the manager of a branch of a great bank receives from its 
headquarters He has indeed somewhat less freedom of action 
than belongs to the heads of a private bank* but yet he may be 
specially authorized, under smtable conditions, to give large 
support to a great venture. If the district in which a small private 
bank is situated ofiers at any time either a very large or a very 
small scope for the use of free capital, its manager may draw some 
command over capital from, or dispose of it to, the central market : 
but such adjustments are often even more easily made by the 
central command of a great bank. No doubt the importance of 
such considerations is less now than formerly: for variations in 
the demands for prompt payment and for command over capital 
are passing in great measure beyond the control of local conditions : 
and a general disturbance of credit throughout the country is 
likely to press heavily on the resources of banks in nearly aU 
centres of industry and trade. 

At such times branches m quiet residentiary districts may in- 
directly -come to the aid of those whose operations are more 
interesting, though less stable. But, for this and other purposes, 
some kind of national orgamzation is wanted. The need might 
have been met by Government mtervention, or by a development 
of existing local arrangements among bankers into a national 
scheme. It was in fact met by the rise of a London bank to so 
leading a position, that it could act as a clearing house for that 
part of the banking business pf the country, which had a wider 
range than was covered by the existing local associations among 
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bankers. Siicli local associations would in any case need a central ii, m, 4. 
clearing bouse: many of the purposes of suck a clearing bouse 
were automatically solved by tbe rise of the Bank of England to 
leadership: every bank soon had a connection, not always direct, 
with it. and it became the chief centre for non-local banking 
business. 

Every bank is likely to receive cheques drawn on other banks: 
these are brought to a "'clearing house” and set ofi against one 
another, the balances being adjusted by cheques. The chief of 
these houses is of course in London; and some time ago the 
balances settled there daily exceeded on the average twelve 
thousand million pounds. 

4. The partial pvblicity of the affairs of a joint stock 
hank has proved to he less inconvenient^ and more helpful 
than ^vas formerly anticipated: and this fact has told on the 
side of great hanks. 

The publicity of the affairs of a joint stock bank is in some 
respects a source of strength. Petty said more than two centuries 
ago- — "Whereas Credit everywhere, but chiefly in London, is a 
mere conceit that a man is responsible or not, without any certain 
knowledge of his Wealth and true Estate, ..I should prove that, 
if every man’s Estate could be always read in his forehead, our 
trade would be much advanced thereby, although the poorer 
man be commonly the more industrious^.” But it was in the 
increasing hurry and multiplicity of English business in the nine- 
teenth century, that people set themselves against the trouble of 
guessing the estate of those with whom they were dealing* so they 
turned mcreasmgly to joint stock companies, whose estate is 
written on the foreheads of their pubhshed accounts, in figures 
which give some deflmte information, and which are thought by 
some mvestors to give more information than they really d^. 

It may be well to look back at the course of this movement during 
the last hundred years. The wild crisis of 1826 found many of its 
victims among private banks* and the distress caused thereby 
among the innocent, as well as among those whose imprudence 
or dishonesty had contributed to the disaster, caused a strong 
movement of opinion in favour of extending the privilege of joint 


1 Taxes and Cmtributiom, 1679, p. 33. 
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II in, 4 stock organization to tkose wlio desired to form banks of deposit. 
Tbey were mdeed denied a riglit to limit tbeir Lability, whicb was 
granted to other compames in 1855* but that right also was 
granted to them in 1858, as a result of the grievous failures of the 
Western Bank of Scotland and the Borough Bank of Liverpool 
in 1857, which induced Parliament to offer that privilege to them 
also Those cases showed that, when a bank failed for a large sum, 
the poorer shareholders would be made bankrupt by the first 
few ‘‘calls'’ macfe on them to meet its Labilities: the next few 
calls would break a great part of the fairly well-to-do shareholders; 
and smce by that time there were few remaimng among whom the 
burden could be divided, the last calls must needs be very large 
relatively to each share. These disasters raised doubts m the minds 
of thoughtful people as to the wisdom of holding shares in ordinary 
banks. In 1878 the great City of Glasgow Bank failed under the 
pressure of bad management and adverse conditions and the 
suffering caused thereby was so deep and so vddespread, that a 
law was passed enabling unlimited banks to register themselves, 
subject to certam conditions as “Lmited.” Many banks speedily 
availed themselves of the privilege* and the failure in 1890 of 
Barings— the greatest of those distinctly English credit agencies, 
which were not reckoned as banks — hastened the movement 
towards its completion. 

Some functions of banks in regard to fluctuations of credit and 
prices are considered in Book IV. 



CHAPTER IV 


STOCK EXCHANGES^ 

1. Introd/uctory. 

« 

The methods of procedure on stock exchanges differ: but the 
purposes of ail are nearly the same. The present chapter illustrates 
these purposes by reference to the methods of the London Stock 
Exchange; though these are in some respects peculiar \ 

An organized market provides for the exact statement of the 
terms of any agreement made on it, and for the enforcement of 
that agreement. Stock exchanges are the chief of such markets: 
they deal in shares of joint stock companies: and in obhgations 
to make defimte annual payments by such companies; and by 
Governments, both central and local. stock exchange is an 
association composed of persons who trade m public stocks and 
conduct their business m conformity with settled rules and 
usages, commonly buying and selling for the pubhc on com- 
mission.” 

The aggregate money volume of the transactions, effected on 
stock exchanges, is very much greater than that of any other set 
of organized dealings; and the records of their transactions are 
exceptionally definite, because their material is exactly standard- 
ized. A great market of grain can indeed make a near approach 
to standardization of each class of wheat that it handles: but the 
standardization of each particular issue of securities handled on a 
stock exchange is absolute. The rules for the conduct of business 
on various stock exchanges differ in some respects: but each set 
IS exact and rigid; and the main purposes of all are the same. , 

Stock exchanges are not merely the chief theatres of large 
business transactions; they are also barometers which indicate 
the general conditions of the atmosphere of business. When credit 
is bad, stock exchanges record a general fall of prices. When 

^ Titis chapter has some ground in common with the fifth chapter of the 
second book of Industry and Trade, which deals with constructive speculation 
m organized produce markets. 

® A clear account of the methods of tjie various stock exchanges is given, 
under the heading “Fond-verkehr,” m an article on “Borsen-wesen” by Ehren- 
berg in the Handworterhuch der Staoitswi^senschaften, 
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II, IT, 1 credit is good the prices rise. But, when they rise very high, 
cheerful expectations are in danger of being clouded by indications 
that credit has been pushed too far, and that the atmosphere of 
business will become mcreasingly sultry until it breaks in a storm. 
OYercharged hopes are then quenched ; and the businesses, which 
survive, gradually resume their activities under conditions more 
favourable thaij before, because weak credits have succumbed, 
and the strong have been strengthened by being freed from 
entanglements m dubious schemes: but these matters will be 
considered later on. 

Bourses or exchanges arose in the chief trading cities of Europe 
towards the end of the Middle Ages. They early lent themselves 
to speculation: some of which was mere betting as to events over 
which the gamblers could have no control; while some related 
to such things as the coming rates of exchange which they might 
conceivably control to some shght extent. On these exchanges 
men dealt in the loan of capital, official market rates of discount 
as well as rates for the exchange of moneys of different places, 
were established and gave form and force to speculation. 

The chief financial transactions were for long connected with 
the loans, not always voluntary loans, obtained by princes for 
their wars. Supphes of gold and silver, then as now, served to 
make capital more fluid: they increased largely not indeed the 
stock of capital in the world, but the stock which the agencies 
of credit could collect in driblets from the people and turn in large 
streams to great enterpnses, taking their own profit as it passed^. 

^ Some of these great enterpnses were industrial, but most were military 
For as Ehrenberg says, the bearmg of arms, which m the feudal times had been 
a natural occupation of aU, became m the thirteenth and fourteenth centuries 
a skilled handicraft followed for wages, and m the fifteenth it became a capitalistic 
mdustry requiring a large outfit of cannons and muskets But the capital was not 
that of the prmces, it was supplied by pnvate financiers, partly from their own 
resources and partly from those of other people The enterprises did not always 
turn out well for borrower or lender, the great cnses on the exchanges of the 
sixteenth century arose from the failure of prmces to meet their obligations. 
Meanwhile the shares of the great tradmg companies were rismg mto prommence ; 
and became the Subject of wild speculation at the end of the seventeenth centnry 
and the beginmng of the eighteenth. 

For a full description of early stock exchanges see Ehrenberg*s Zeitalier der 
Fngger, Vol n, from which some of the above statements are reproduced There 
IS interest in the references to early stock exchanges m AndeisDn’s and Mac- 
pherson’s histones of Commerce, and m Rogers’ First nine years of the Bank of 
England j while Francis’ Chronicles tnd characters of the Stock Exchange^ 1849, 
reproduces a characteristic pamphlet of 1719, The Anatomy of Exchange Alley, 
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2. For a long while stoch exchanges were concerned chiejly n, i?, 2 
with the obligations of Governments : hut much of their atten- 
tion is note given to the securities of joint stock companies. 

A stock excli^mge is an organized market for dealing in certain 
standardized rights. For a long while the chief of these were 
portions of debts due by Sovereigns and other Pubhc Anthonties: 
tile purchaser of one of these rights generally obtained a claim to 
a specified annual income, wMch was to continue till the time 
came — it ever came — ^for the debt to be discharged. But the 
growth of powerful compames, among which railway companies 
took the first place, has overshadowed the growth of Government 
securities, rapid as that has been m many countries^. 

The purchaser of almost any security,^’ of which considerable 
quantities are habitually bought and sold on a stock exchange, is 
generally fortified by the knowledge that expert and well-informed 
‘capitahsts regard its price as fairly representmg its real value. 
Therefore, although stock exchange machinations may occasionally 
set for a time, an unduly high value, or an unduly low value on a 
particular “security,” yet, in the main, the judgment of well- 
informed, capable men protects the general pubhc from grave errors 
of judgment in their investments, so long as these are conducted 
with reasonable caution. 

“Debentures” generally give prior claims to specified annual 
payments. “Preferred” stocks generally give claims to similar 
payments, which rank next in order to those due on Debentures, 

Each group of each class of these securities is “standardized”; 
that is, two securities of the same group, issued by a company, 
have the same value. 

Here something is to be said as to the stimulus which the variety 
of stock exchange investments offers to saving. Some investors, 
being perhaps timid or conscious of ignorance of business, ""put 

or a system of stock jdbhtngf proving that scandalous trade, as it is now carried on, 
to he knavish in its private practice and treason in its public. So grave and able a 
writer as the author of the Considerations on the East India Trade, 1701 (reprinted 
in M’Culloch’s Select Tracts on Commerce) finds m the evils of stock jobbing a 
strong argument for the abolition of the companies whose shares afford the chief 
material to it. 

^ Bntain%ncnrred the greater paxt of her debt dnrmg the Napoleonic war, 
and she borrowed agam in each snbseq^uent considerable war. but dnrmg each 
xntervenmg peace she has set herself to pay off her debt. Therefore she can borrow 
on exceptionally easy terms. 
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n,iv,3 perfect safety above all other considerations; and provision is 
made by first class Debentures, and— though in a less degree— 
by good Government securities for their needs. Some desire tem- 
porary investments, which they can make an<^ unmake, with 
certainty and at small expense, as occasion arises: their needs are 
met by Consols. The price to buyers is always near to that which 
sellers obtain; stock exchange charges being low, because the 
market for Consols is large and active. Those who are not averse 
to some risks, and hold the opinion— which is often mistaken — 
that they are fairly good judges of the merits of a security, select 
Ordinary stock of strong undertakings or Preferred stock of 
others. Lastly those who know, or think they know, the^financial, 
technical, commercial and personal strength and weakness of 
particular undertakings, will invest a part at least of their capital 
in the Ordinary stock of companies which they beheve to have 
sohd foundations, and to be in the hands of able, upright men. 
Investors who have strong advantages of this kind, can probably 
get hah as much again on the average as if they had invested in 
Consols: in reckoning these gains account is to be taken of the 
permanent rise in the market value of some of their investments 
and of the fall in that of others. 

Trust funds are commonly, and sometimes compulsorily, in- 
vested in Government securities. Next in order to these are 
Debentures of strong, well-established undertakings, among which 
railways have been promment: next come the Preferied stock of 
strong compames. Mortgages are often available for this piu'pose: 
but there are some mortgages on which a man may be willing to 
invest his own money, but nor willing to take the responsibility 
of lending the money of another. 

3. The methods of stock exchanges vary • hut the results 
obtained by the London Stock Exchange may he taken as 
fairly rejoresentative. 

Stock exchanges m all western countries, by whatever names 
they are called, are m eflect media for the circulation of command 
over capital from those who hold it m a ready form to those who 
desire to invest it as a source of income but the New York Stock 
Exchange seems to afford the onjy close parallel to that of London 
in regard to its methods of working. It will be convenient to 
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descnbe the functions of stock exchanges generally in terms of ii, it, 3 
the practice of London. • 

Every person occupied in the business of the stock exchange 
is commonly called a ‘'stock broker”: but, within the stock 
exchange itself, bnly those of its members who act as intermediaries 
between the general piibhc and the actual traders are called 
“brokers”: the actual traders are called “dealers.” 

It is impossible for any one dealer to be full/ acquainted with 
the conditions of all the many securities which»are handled on 
the London Stock Exchange : and each particular class of securities 
is apt to become locaKzed in a particular part of the room; and 
a security, whose conditions are peculiar, is hkely to be avoided 
by all except one or two dealers: they must be sought by a broker 
who desires to obtain them, or to dispose of them. 

A broker is wilhng to buy a stock exchange secunty for any 
who instruct him to that effect (if the transaction is large, he may 
require his client to guarantee him suBGlciently agamst a speedy 
fall in the value of the stock, in spite of his client’s expectation 
that it will rise, and vice versa m case of an order to sell^). 

Suppose that three per cent, is a sufficient “margin” to cover 
any of the effects of any probable reversal of his expectations 
(allowance being made for expenses); then £300 will secure the 
purchase of stock of the current value of £10,000. If the stock 
rises, the speculator gains the excess of that rise over the charges 
involved m the transaction. If the value of the stock remains 
unchanged, the.speculator loses those expenses* and, if it falls, 
he loses, in addition, an amount corresponding to the fall in the 
nominal value of the securities concerned. 

With that proviso the stock broker will carry out his mstructions: 
if the stock does rise, the broker will hand to the speculator the 
increase m the value of the stock thus purchased, after deductmg 
the appropriate charges for the work. If it falls, the speculator 
will lose the amount by which the stock purchased has fallen in 
value, together with the sum of those charges: therefore the 
amateur speculator is nearly sure to lose m the long run. 

On the other hand speculators sometimes work m groups. Each 

^ On the English Stock Exchange the term “broker” haa a narrow significa- 
tion He IS an intermediary between th^ general public and those who operate 
on the stock exchange. The latter are technically known as “jobbers.” 
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n, I?, 4 brings to tiie common stock some information tbat is not generally 
accessible, and each may be able to exercise influence, direct or 
indirect, on the course of those particular securities, in the prices 
of which the group takes, for the time, a particular interest. Such 
manoeuvres occasionally afford much private gain : but their net 
results are, as a rule, detrimental to the piibho interest. In earlier 
times public opinion condemned nearly all forms of speculation 
in coming prices. 'iTow it is recognized that on the balance freedom 
to speculate is greatly to the pubhc interest. But, when speculation 
is associated with manipulation of prices by any means, and 
especially by putting false rumours into circulation, it is a crime 
against the pubhc. Unfortunately the facts necessary toestabhsh 
a charge against the offenders are not easily ascertained: they 
can generally command excellent forensic skill in proving that 
suspicious actions are capable of innocent interpretation. 

Almost every important business operation involves a consider- 
able amount of speculation. The agriculturist runs great risks from 
uncertam weather: even bounteous harvests do not secure him 
against the risk that markets will be over-stocked. 

Again, the manufacturer who lays in a great stock of raw material 
may find that he has to sell his products in competition with others 
of like kind, the materials for which were bought at much lower 
prices : he runs also the risk of failmg to obtain the necessary labour 
for his work on terms favourable to himself. To be m business is 
to be faced at every turn by speculative nsks. 

The relations between stock exchange activities and fluctua- 
tions of general credit, industrial output and trade expansion are 
close and mtncate: something will be said about them a httle later. 

4. In times when general credit is fairly stahle^ the methods 
of the stoch exchange give considerable protection to buyers 
for investment who are not specially expert 

An investment locks up the command over capital out of the 
reach of its owner; and, in many cases, the risk that that command 
cannot be recov&ed, except by forced sale at a heavy loss, is a more 
important consideration than the risk that it will not yield the 
full income which it appears to promise. This first risk is almost 
abolished by the stock exchange. Of course the investment may have 
altered m value: but, if not, its ovfner can sell it for almost the same 
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price as lie paid for it. In contrast mth this case, if anyone who ii, it, 5. 
is not a professional dealer in horses#btiys a young horse for £80, 
and next year a change of plans makes him desire to sell the horse, 
which is in good conation, he will be lucky if he gets £70 net for 
it: and in a few days he may find that a friend of his has bought 
it from a dealer for £80 or more. The stock exchange almost 
abolishes this source of loss; and it even reduces wery much the 
chance that an uninstracted investor will pay a good price for a 
bond or share which better informed people kncm to be worth 
but httle. for its machinery enables anyone who has reasons to 
suspect a security, to sell it whether he has it or not; and if it falls 
as quickly as he expects, he will make his profit by doing so. 

The private purchaser of railway shares, may know nothing of 
the latent causes that are tending to increase or diminish the 
prosperity of the Ime concerned; he may not know whether its 
management is becoming less able than before or more able; he 
may be unable to tell whether any set of accounts were hollow, 
and whether large expenses had been charged to capital that ought 
to have been charged to revenue: but he buys with the confidence 
that all such points have been scrutinized by many keen men with 
special knowledge ; who are able and ready remorselessly to “ bear ” 
the stock if they find in it any weak spot, which had not been 
noticed by the general pubhc, and had not been allowed for in 
making up its value. Also the narrowness of the turn between the 
jobbers’ buying and selling prices for such securities gives a further 
economy and security to the uninstracted mvestor. 

Thus stock exchanges are necessary auxiharies of modern in- 
dustry and commerce; and the services which they render to the 
pubhc probably outweigh many times the evils which they cause 
to it. But the magmtude of the real services which they render 
by no means vanes with the volume of operations on them, and 
amateur speculators are hkely to lose their own fortunes, with no 
gam to the pubhc. 

5. Some contrasts beticeen causes which exe^t only tern- 
porary influences on the values of stock exchange semrithsy 
and those whose effects are likely to endure. 

The unskfUed investor is apt to attnbute too great importance 
to passing changes in the earning power of a business, whose 



96 


STOCK EXCHANGES 


II, IV, 6. securities are quoted on the stock exchange : the shrewd speculator 
profits by this lack of msigh\ and sells when it is unduly raising 
the price of any secunty. For instance, he takes prompt account 
of the fact that, if unusually fine weather during hohdays has raised 
the net receipts of a railway that is largely enga^ged m passenger 
traffic, uninformed speculation may have raised its price unduly; 
and so he is more hkely to sell than to buy the stock of that railway 
at the time. He may even turn his attention to a local line in a 
coahand-iron district, whose traffic has suffered a little from an 
excess in hohday-making over the average; or to another, that 
has been the scene of a disastrous accident, by which it has been 
involved in heavy compensation for damages. Umnstructed in- 
vestors, perhaps not realizing how promptly the full effect of any 
passing misfortune is discounted on the stock exchange, are not 
unlikely to sell ]ust when he buys; and thus to play into his hands. 
It may indeed be said that shrewd, far-seeing speculators some- 
times govern their own action, not so much by forecasts of the 
distant future, as by forecasts of the inaccuracy of the forecasts 
of that future. 

6. The growing importance of the part played hy stock 
excha'tige securities in national and international markets 
for capitaL 

Until recently a country could not very greatly anticipate in 
a single year much of the income that belonged to future years: 
for the pressure of war or other emergency that inclined her to 
anticipate her future income, lowered her credit in all the markets 
of the world. But this position has been changed in great measure 
by the rapid expansion of stock exchange securities, which are 
habitually handled and quoted on the stock exchanges of several 
countnes. These “international securities,” as they are sometimes 
called, exercise a powerful influence — ^at all events in the absence 
of wars and grave rumours of war — ^in tending to equahze the 

out the western world: for they cannot be marketed, permanently 
and m large quantities, at much higher prices, measured in hke 
units, in one country than in another. 

If the currencies in question are all firmly based cm gold, this 
statement is self contained. It they are based on different metals, 
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or if either of them is not firmlj attached to any metal, a more ii, it. 6. 
complex statement is needed, the general nature of which will be 
suggested in the course of the followmg study of international 
trade. It may, however, be appropriate here to note that deben- 
tures, expressed m terms of an inconvertible foreign paper currency, 
are hable to great fluctuations of real value. The ordinary shares 
of a company, which has issued a great quantity of debentures, 
may be raised in real, as well as in nominal value, by a currency 
change, which lowers the real value of the income* yielded by its 
debentures. The interests of preferred shareholders in such case 
are likely to vary with the circumstances of the company. 

So far we have been occupied mth the organisation of national 
credit, exemplified by reference to the case of Britain. The next 
task might appropriately be to make some study of the causes 
and effects of disturbances of naiional credit. But, m the present 
age, national credit is closely interwoven with international credit; 
and therefore it seems best to consider international trade rela- 
tions, before inquiring into fluctuations of credit. It may, however, 
be added here that many first-class stock exchange securities are 
eminently exportable. It might almost be said that electric wires 
and electric cables have enabled them to act as instantaneous 
adjusters of passing disturbances in the balance of trade. If A, 
in one country, has occasion to make a prompt remittance to B 
in another country, he can — directly or indirectly — deposit stock 
exchange securities (perhaps international) with a suitable bank; 
and request the bank to telegraph to a bank in the second country 
a request to place to the account of B a sum corresponding 
to their value. The details of such action lie within the province 
of dealers in finance: our present concern with them is that they 
hold a considerable place among the causes that justify the uge 
of the term ‘'the world market for capital,” at all events m time 
of peace. We are thus brought near to the problems of International 
Trade: and it will be well to say something about them before 
considering fluctuations of credit, in which international influences 
are already strong, and are rapidly growing in strength. The sub- 
ject of this j^ook is continued m Book IV. 



BOOK III 


INTERNATIONAL TRADE 

CHAPTER I 

INFLUENCES OF TRANSPORT FACILITIES 
ON TRADE 

III. I, I. 1. Some cTiaracteristics of long-distance trade. 

Stephenson's locomotive facilitated the transport of goods from 
one part of a country to another. But the superiority of the long 
luggage train over the cart drawn by horses or oxen is perhaps 
not greater than the superiority of a first rate steamship over the 
best sailmg vessel as a carrier of cargo. And in recent years 
freight charges by sea for many kmds of traffic, and especially 
for coal, have again been falhng relatively to those by land, partly 
because the economies of buildmg and working ships have been 
increasmg faster than those of building and workmg railways; 
while electric and other apphances for handling bulky cargoes have 
reduced the terminal chaiges for maritime transport relatively to 
those for land transport. 

Almost in the same class are mechanical f acihties for communica- 
tion between buyer and seller by word of mouth and otherwise. 
With the advent of railways, the human wear and tear, the fatigue 
and discomfort of long journeys fell very rapidly, and the costs 
of some kmds of long distance trade are bemg lowered fast by 
improvements of this kind on sea and land. A similar influence 
in many kmds of trade is bemg exerted by the telephone and by 
aerial messages 

Facilities for long distance trade were provided early by bills 
of exchange and other elementary machinery of world money 
markets; and the extension of these by aid of a quick post and 
telegraph was brought nearly up to its present hmit more than 
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a generation ago. It is tme that changes of tins class are helping 
domestic trade as weE as mtemational trade* but they are 
generaEy more important in regard to long distances than to short. 

Lardner’s Lam of Squares %n transport and trade is to the effect 
that, provided the routes of trade from any place spread out in 
several directions, an increase in the distance over which goods 
can be carried at a given expense is likely to increase the area 
over which they can be profitably marketed, as^ the square of 
that distance (smce the area of a circle increases as the square of 
its radius). The position of Britain is exceptionaUy advantageous 
for maritime traffic, and especiaUy for that of the Atlantic ocean: 
most of her industrial districts have grown up near the sea. 
Her Contmental rivals have less advantages in this respect: but 
they often benefit by through railway traffic, from producer to 
ultimate purchaser, without break of bulk. Japan’s position in 
regard to the Pacific resembles Britain’s in regard to the Atlantic^. 

If gold and silver mines had been discovered in the north of 
America, the United States and Canada might have attracted the 
Spaniards and Portuguese; who, disdainmg hard manual work, 
might perhaps have turned them to but poor account, even by 
aid of forced labour. As it was, those races annexed the tropical 
and semi-tropical regions of North and South America; while the 
parts of North America, which had the greatest power of developing 
strong character, were peopled by Dutch, English and French. 
Later on the Enghsh predominated, largely under the influence 
of a desire for freedom in religious creed and observances. For, 
whEe the '"orthodox” and relatively rich and cultured royahsts 
gave their tone to the southern states, where wealth could be 
acquired easily by aid of negro labour, the sturdy and resolute 
Puritans settled in the more bracing north 

The history of the Eurasian continent reproduced itself in 
America with great speed. Those districts, which yield wealth least 
easily, are now the richest : the northern states are richer than the 
southern; and the southern are much richer than those, stfil 
nearer the Equator, which are peopled by races from southern 
Europe. Tins stratification of human energy from north to south 

^ Sometlimg is said on these subjects m Indmiry and Trade, Book I, Chap. n. 

7—2 


III, 1, 1. 
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111,1,1. in tlie two Continents largely infinences the present courses of 
trade: but it is itself effect, rather than ultimate cause. For, in 
the long run, national wealth is governed by the character of the 
population more than by the bounty of nature. Invigorating 
chmates have attracted and developed strong characters, and 
wealth has come to them. 

The economist must look to students of vegetable hie for a 
great part of the explanation of the strange fact that the chief 
staple foods ol the world are grown in temperate zones* as m 
this direction msufficient suggestion seems to be afforded by the 
influences of chmate on human energy. Perhaps something may 
be attributed to the sustained industry, with which .the breeds 
of the staple grams of temperate climates have been improved 
by artificial selection and appropriate nutriment^. 

Mere physical conditions might, of course, have been expected 
to make the chief courses of trade in animal and vegetable pro- 
ducts run north and south between temperate and tropical regions. 
Carey, an influential advocate of a Protective policy for America, 
complamed that free trade caused them to run east and west: 
but he seems to have overlooked the fact that chmatic conditions 
,have controlled the nature of man almost as much as that of 
vegetables; he did not consider that trade runs east and west m 
the north temperate zone, partly because the configuration of the 
globe makes that zone much more important than the south 
temperate zone, and partly because chmatic conditions have 
opposed the highest development of humane energy in other 
zones^. 

^ The main exceptions to the general rule, that the staple foods of the world 
come from temperate zones, appear to be found m nee, sugar, some maize and 
some wheat from, tropical uplands, sago and bananas Energy has forced ever- 
increasmg supphes of sugar out of the recalcitrant beetroot m E urope and America 
wHiie lassitude has, in some places, acquiesced m a relative decadence of output 
from the more generous sugar cane. Buckie pomted to the unkmdness of nature, 
shown m her too lavish gifts to the tropical peoples, m that she had given to 
them the prolific maize, which he beheved to be “rarely seen beyond the fortieth 
parallel of latitude”, together with the banana, an acre of which “will support 
more than fifty persons, whereas the same amount of land sown with wheat m 
Europe wiU only support two” {History of Civilization, a.d. 1851-61, oh u). But 
maize is now raised largely m temperate zones 

* See B E Smith, Wheatjields of the world (Samt Louis, 19jJ8); especially 
ch, xxrx. The predominance m energy of the Northern States over the Southern 
has tended to send some traffic to Atlantic ports; though it has at least as good 
access, so far as purely geographical conditions go, to the Gulf of Mexico 
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2. The Mediterranean Sea teas during many eenturks the 
centre of the greater part of the advanced industries^ the far- 
reaching credit and the massive trade of the ivorld. 

ConstmctiTe ^ses of credit have grown with the use of artificial 
power m manufacture and transport: the two growths have been 
in great measure dependent on one another, No doubt the in- 
dustry and commerce of southern Europe, southern Abib, and 
northern Africa made great advances without th^ aid of steam: 
the connections between western Europe and eastern America, 
which were established by sailing vessels, absorbed a considerable 
amount of capital. But giant developments of heavy traffic and 
trade required vast supplies of capital, organized by great markets 
for constructive credit. 

No doubt the way was prepared for modem expansions of 
enterprise by bold men, who were but ill-provided with material 
resources, A few small vessels carrymg but little capital sufficed 
for the Portuguese, Corilham, who reached Calicut m the south- 
west of India m 1486; and was followed twelve years later by his 
better known fellow-countryman, Vasco da Gama. And the same is 
true of Columbus, who reached the eastern coast of North America 
about the same time. These events were not only the beginning of 
the economic unification of the world. Incidentally they prepared 
the way for massive sea-borne trade between Europe and other 
Continents: the goods exported m that trade gave a new impetus 
to the already strong tendency towards massive production by 
large aggregations of capital. Water power and steam power? 
enabled north-western Europe to develop massive manufacture of* 
simple goods for consumption near home and m other parts of the < 
world: and rapid strides were made towards the modern vast uses 
of capital, and the modern development of a world-market for it. 

Western Europe might not have been able to find highly 
remunerative work for aU her recent accumulations within her 
own territory : but the steam power, which was at first used mainly 
in manufacture, is now in large measure occupied wjth facilitating 
the interchange of products of ‘Western” manufacture for food 
and raw materials received from countries whose mdustries are 
more nearly akm to those of mediaeval Europe^. 

^ It IS conceivable that mbabitants of some other planet, whose civilization 
is of earher date than that of this world, may have made a full study of the 
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III, I, a 3. Carnes which hate injltienced the main courses of trade 
at tamous stages in the evolution of industry. 

Progress in the industrial arts has depended largely on the 
increasing facihties, which accrue to manufact?irers and other 
producers, for getting just those materials, and implements, and 
services which, account bemg taken of their costs, are most con- 
ducive to each particular purpose in hand. This perpetual ''sub- 
stitution’’ of t|ie more efficient agent (or material), relatively to 
its cost, IS a chief occupation of the alert business man, and a 
chief means by which he promotes material well-being, while 
buildmg up a rich busmess. It is a relatively simple task, when 
he can draw suitable materials from sources near at hand, which 
are controlled by those with whom he is m personal contact; but 
its difficulties increase with distance, especially when good means 
of communication are lackmg. 

Before modern methods of transport had been developed, the 
mineral and vegetable resources of those districts, which bore a 
dense progressive population, were*applied not only to uses, for 
which they were well fitted, but also to many, for which other 
resources might with advantage have been substituted, if they 
had been better known and more accessible. For instance, poor 

changes wrought in the surface of tins earth by the development of railroads 
and in other ways. They may have surmized that our civihzation had it^ ongm 
not far from the equator; but that its strongest forms have been developed 
rather far from the heats of the equator Aided by telescopes superior to ours, 
they may have noted the large and varied physical conditions of that northern 
continent, which has been artificially divided mto Europe and Asia, They may 
have laid stress on the fact that easy communications by water suffice for many 
of the purposes of a great trading city. FmaHy, when their telescopes, more 
subtle than ours, revealed innumerable roads, straightened out and levelled 
almost regardless of expense, they may have anticipated that these railways 
may have effected the concentrated unity of great mdustrial regions of this 
world, which are not either aichipelagos or deltas of great nveis Thus they may 
have conjectured that the civihzations of Europe and southern Asia dominated 
the world for a long while Amenca havmg been kept a little in the background 
by her lack of islands and smaU pemnsulas, whose populations had easy com- 
munications over relatively smooth waters. They may have understood better 
than the inhabitants of this world did till recent times, the causes of the fertility 
of Egypt as well as of the backwardness of Australia, and of those parts of 
Asia, which are not m close touch with either the Pacffic or the Indian Ocean. 
They may probably have guessed that social mequahties began m very early 
phases of civilization; and that they mcreased m all parts of the world, as 
civihzation progressed; partly because growing wealth would gpre an ever m- 
creasing advantage m education and material resources to those strains of the 
population who had already obtained some wealth and some predominatmg 
influence. 
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strata of iron and otter ores were worked m Europe, wMe far ni, i, 3. 
nclier strata slumbered undisturbed m otter Contments, even 
wittin easy react of good communications: and, great as tas been 
tte recent extension of railways in backward countries, it is 
possible ttat not a half of tte richest mines in the world tas yet 
been tapped. 

Tte mam courses of international trade, in so far as they depend 
on mineral products, lie therefore beyond tte*range of human 
prediction : and nearly the same is true of some vegetable products, 
especially of a tropical character, which have not yet been largely 
cultivated by alert and strenuous races. But the temperate regions 
of the world have been sufi&ciently explored to enable agricultural 
experts to form a fairly good judgment of their capacity for 
producing gram, meat, dairy produce and other staple products 
by the best methods now known. Of course, certain methods are 
more effective m some districts than in others: this is the case, 
for mstance, with methods now on their trial for dry cultivation ” 
m arid regions; and again, with schemes for obtaining nitrates 
to fertilize the soil from the atmosphere, by means of electricity, 
in places that are rich in water power. 

The human factor is also uncertam; the sudden rise of Japan 
suggests caution: but population in the modern age drifts rapidly 
and cumulatively to districts to which it is invited by nature , and 
the most powerful mdustnes are nearly sure to be settled, before 
many generations are past, in those places in which the supply of 
power IS most abundant, whether derived from coal, or water, or 
any other source. Facilities for long distance transport and personal 
communication may continue to advance and to be diffused with 
increasing rapidity, until they have unified the whole of the 
habitable globe. 

Until recently, nearly all long distance trade made the greater 
part of its travel by water: spices and other light goods travelled 
far by land: and very few households could show many bulky 
goods which had not been produced in its near neighbourhood. 

But now, every British cottager buys tea, sugar, tobacco and other 
comforts which have come from distant lands: and the greater 
part even of his clothing is made of matenal which has travelled 
some hundreds of moles by land, and some thousands of miles by 
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Ilf, 1 , 3 water. Formerly, nearly all tlie materials used in construction 
came from woods, quarries o^r mines close at tand. But now, 
Brazilian, Norwegian and other distant forests supply timber for 
all purposes, and choice woods for tables and ot|ier furniture in 
general use. Even the jobbmg carpenter in mdustrial districts 
will now select, from many various kmds of pine and deal wood, 
brought together from different parts of the earth, that which is 
best for each separate use, taking account of its hghtness and its 
strength, its cheapness, its dm'ability, etc. In a large factory, 
twenty different kmds of woods will sometimes be in use at once; 
and nearly the same is true of different kmds of wool and leather, 

A coxmtrj often exports a commodity over one frontier, while 
she imports practically the same over another. Thus Germany 
has imported Enghsh coal along the North Sea and the lower 
Ehine, while she exported it over nearly every inland frontier. 
New England imports coal from Nova Scotia, while Pennsylvania 
exports it to Ontario. Pennsylvania imports soft wood from 
Canada, while Marne and the Pacific States export it in large 
quantities. But, more commonly, the commodities which enter 
into trade of this kind differ a httle from one another, though 
called by the same name. Thus Belgian steel on its way to England, 
often crosses Enghsh steel on its way to Belgium; but the con- 
signments are likely to be of different qualities, and to be used 
for different purposes^. 

Again, if two sorts of the same commodity are of unequal 
usefulness, but cost the same for carriage, the better sort is hkely 
to be chosen for long distance transport. Where wood is plentiful, 
thick beams of qmck-growing inferior wood may be preferred to 
thm beams of better wood, which perhaps cost twice as much: 
but if both have been imported from afar, the cost of carrying 
the^ thick beams may cause preference to be given to thin beams 
of superior wood. Similarly, all sorts of British coal are sold to 
consumers who hve near tidal water throughout most of northern 
Europe; while the best kmds of gas coal penetrate by land mto 
the heart of th*e Continent. 

Again, the commoner sorts of wine are generally consumed near 

^ The caTise of this may, however, be that the producers m each country have 
agreed to restrict their home sales m order to mamtam home prices , -"while looking 
with some disapproval on the “dumping’* of home products m foreign countries, 
whose rival industries give them some cause for jealousy. 
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home, while the better travel far: and a district which produces 
only the better sorts is likely to iihport the commoner sorts for 
ordinary use. France is the largest producer, the largest exporter 
and the secondjargest importer of wine in the world; though it 
is true that some of her imported wine is re-exported, as French 
wine, after being treated with a skill which is almost unrivalled. 
Venetia buys coarse olive oil from southern Italy, and exports 
fine oil to the north. Guernsey exports very early potatoes at high 
prices : and later in the year buys potatoes for her oVn consumption 
at low prices. Some English pastoral districts sell fresh milk at 
high prices to industrial centres; and buy their cheese and even 
butter from distant lands, and so on. 

The percentage of the world’s trade which is governed by 
differences in natural resources is mcreasing, while that which is 
governed by differences of mdustrial phase, and of aptitude for 
particular sorts and grades of manufacture, is less now than 
formerly; but yet its absolute volume is mcreasing. This mcrease 
IS specially great m the case of central Europe. Almost every place 
is developing new means of commumcation with neighbours on 
either side of her in widely different industrial phases. Much of 
the trade, which passes over the Eastern borders of Germany, 
has its origm in the present backwardness of Slavonic Europe as 
much as m her own advance. She imports some fine manufactures 
for herself from the West; and exports manufactures, some fine 
and some coarse^ towards the East. Russia also exports manu- 
factures across her Asiatic frontier, while still largely dependent 
on the West in regard to fine manufactures for her own use. 

It seems probable that advantages, which any particular 
country has gained from an early start in the industrial race, will 
dimimsh: for nearly every place will gradually develop her 
resources up to a fairly high level. Each industry will then be 
worked almost exclusively with the matenal, the mechanical 
apphances, and the human resources best adapted to its purposes, 
account being taken of their necessary cost. If they are easy of 
transport, they will come to the industry if they are not, and 
the ultimate products of the industry are portable, it will go 
to them. 

An alert mdustry, well aided by natural advantages, will gene3> 
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iiL 1 , 3. allj have the whole world for its market, except where stayed by 
restrictive regnlation; and tlfus the courses of all trade, which 
has a sohd basis, will be broadened. But backward countries will 
gain on those that are more advanced* and therefore those local 
inequalities of human faculty, which now afford a solid basis for 
such trade, seem likely on the whole to diminish * and this, in spite 
of the tendency towards the concentration of some classes of 
industries which* can derive great economies from production on 
a vast scale. Pbr the equalizing tendencies, which arise from im- 
proved means of communication and mcreased human plasticity, 
seem not yet to have reached their full development: while the 
increased economies, which arise from mere enlargements of the 
scale of production, have already occupied the greater part of 
the territory of mdustry in which they are of much importance. 

The conflict between these two tendencies, the one strengthenmg 
many weak mdustrial nations, and the other strengthenmg the 
strong, wil^ afford an interestmg retrospect to the economic 
historian a hundred years hence. He will certainly find that some 
forecasts of the present generation are falsified by new develop- 
ments, such as that of aviation, which are already becommg 
prominent ; and by others of which we have as yet no inklmg. And 
he will probably find that we have misjudged many influences 
which are no longer new, and the true interpretation of which will 
seem obvious to any one who looks back on its record. 

A great part of the world’s resources is wasted through the un- 
healthmess of a large part of its surface. But there are reasons 
for hoping that this evil will be gradually remedied; and, if so, 
then the rate of migration, which has prevailed in the last century, 
may probably contmue for at least another: meanwhile, the 
energies of those races, which were civilized while Europe was still 
barbarous, may be aroused and trained m modern methods. 
Should these changes come to pass, the economic forces of western 
Europe may be over-matched by those of each of at least two other 
Continents: the mam courses of the world’s trade will probably 
then be governed by chmatic conditions, and pass between north 
and south more generally than ever before. 
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CHARACTERISTICS OP INTERNATIOXAL TRADE 

1. The speckil features of intermttionah trade did Qiot ni,n,i 
become prominent until the partial solidarUy of national 
interests in industry and trade had been recognized. Its 
fidl significance was made manifest by Ricardo. 

It has already been noticed^ that in early times local interests 
bore a relation to national interests, somewhat similar to those 
which national interests bear to cosmopolitan interests (in tunes 
of peace). Pohtical economy is sometimes described m Germany 
and elsewhere as National economy’^: and, in its early stages, 
it was much concerned with the material mterests of individual 
nations; especially in regard to the importation and exportation 
of the precious metals. But, later on, it became more and more 
a part of the study of human well being* its spirit approached to 
that of Plato’s dialogues, and its various methods approached to 
those of Bacon, Newton and Darwm. 

The discussion of “some general relations between industry and 
trade,” m the second chapter of Industry and Trade, is in efiect 
an introduction to this volume as well as to that in which it is 
placed. But it seems advisable to reproduce part of its substance, 
occasionally even without verbal change, m the present chapter. 

The point of view in Industry and Trade is mainly that of industry; 
but in the present volume the affairs of industry come into view 
only in so far as they affect the courses of trade^. 

The study of the economy of nations could not be carried^ far 
in early times, when few people knew much, or even cared much, 
about any business affairs other than those of their own neighbour- 
hood. In fact, “Pohtical Economy,” m its origmal sense of the 
economy of a city, was a more appropriate description than it is 

^ Introduction, § 1. 

2 Sometii^ig is said in regard to international trade m various passages of 
Industry and Trade, These may be found in its S^st Book, Chap, i, §§ 4-6; 

Chap m, §§ 3, 4; Chap, rv, § 6, Chap v, § 1 also m its Second Book, Chap, xs, 

§§ 3-5: m its Third Book, Chap, xm, §§ 4, 5: and in its Appendix B. 
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in, n, 1. now. An inquiry into the nature and causes of the Wealth of 
Nations’’ was the title under* which Adam Smith described the 
purpose of the most important study of it that has been made. 
And yet its first Book is entitled: the Causes ^^f the Improve- 

ment m the productive Powers of Labour, and of the Order 
according to which its Produce is naturally distributed among the 
difierent Banks of the People” : and this foreshadowed the present 
drift of the work* of Adam Smith’s disciples^. 

Problems of fnternational trade had come into prominence in 
the economic writings of many nations durmg the seventeenth 
and eighteenth centuries; and a mastery of their leading prmciples 
was achieved by a briUiant group of Enghshmen, whq were im- 
pelled by the troubles of the great French war to the study of 
the national currency, finances and trade. Eicardo was a chief 
leader in aU these matters, and especially in relation to inter- 
national trade. He based himself in part on much similar work 
that had been done, especially m England and France, during the 
eighteenth century, as to the causes that govern value: and he 
- proceeded to emphasize and explam the divergence of the relations 
between money values and real costs in places between which the 
migration of labour and capital is not easy. Such divergencies 
are not peculiar to mtemational trade: but they are exceptionally 
pr<>minent in it; because the migration of labour and capital is 
more dijfficult between different countries than between different 
places m the same countiy^. 

A national spirit, of which the closely watched frontiers of a 
country are outward signs, is the chief cause of the pubhc interest 
taken m the only kmd of trade of which systematic statistics are 
recorded, Hopes and fears, ambitions and anxieties, ideals and 
disappointments, which are common to the whole, call for a large 
common purse; out of which to defray the expenses not only of 

^ The general relations of Adam Smith’s position to that of his immediate 
predecessors and contemporaries the “Physiocrats” — that is, advocates of a 
free course for “the rule of Nature” — are -weU known. Something is said about 
them in my Pnnctples of Economics^ Appendix B, § 2 

2 In this connection it may be noted that most of the cities of Europe once 
levied, and many still levy, frontier duties — commonly described as octro % — 
on peasants brmgmg their produce to market The cessation of that trade might 
have caused even greater harm to the townspeople than to the peasants but 
the townspeople could afford to weal: expensive armour j and the country people 
often could not 
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defence agamst external foes, but also tbe costs of national move- m, n, % 
ments connected with religion, ediication, and provision against 
infirmity. They call for, and they help to sustam, a common Money 
Market, with a# unified currency, and an almost perfectly free 
movement of capital from one part of the country to another. 

Common habits, common systems of law and administration, 
and a common language, further facilitate internal migrations of 
the people, and though, as Adam Smith said, ‘^3fan is of all sorts 
of luggage the most difficult to be transported,’’ yet it still takes 
much less force to move a man within his own country than away 
from it, 

2 , Beftefits tahich a countrij derives from her external trade 
in general. 

The real income of every family is governed by its own energy 
and ability combined with the resources at its disposal: and in 
a primitive society, in winch the family is nearly seH-sufi&cing, 
these causes alone are of importance. But the real income of an 
artisan family consists for the greater part of thmgs which it 
obtains m exchange for its own products and services. A large 
country with ample natural resources, and simple manners, such as 
Eussia or China, resembles a self-sufficing family: her real income 
consists mainly of her own products; and it is not very greatly 
afiected by the terms on which she exports a small part of them in 
exchange for foreign goods. Nearly the same may be said of the 
Umted States: fpr, though her economic life is very complex, and 
though her people are alert to discover, and resolute to obtam, any 
foreign product that will meet their needs or their fancies ; yet her 
area is so large, her mineral resources are so various, and the range 
of climate between her northern and southern States is wide. 
Therefore her consumption of foreign products is relatively 
small, and it is not a matter of vital importance to her whether 
the terms on which she obtains her imports in exchange for her 
exports are very favourable. But the case is different for a country, 
whose natural resources are small, especially if her people have 
accustomed themselves to somewhat luxurious habits of life, in 
which a great part is played by imported products. 

In broaS terms it may be said that the primd fade and direct 
gain which a country derives from her foreign trade consists in 
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III II, a tlie excess of the value to her of the things which she imports 
over the value to her of the things which she could have made 
for herself with the capital and labour devoted to producing the 
thmgs which she exported in exchange for them; the costs of 
working the trade bemg of course reckoned in. 

No statistics are, however, available for making a near estimate 
of this excess: and consequently the gain which a country derives 
from her forei^ trade is often stated on another plan, which 
suggests more defimte ideas: it is not strictly correct; but it serves 
fairly well for some purposes. On this plan, it is tacitly assumed 
that the country would make for herself those thmgs which she 
imports, if she could not get them by trade: and accordingly her 
gams from her trade are taken to be the excess of the cost to which 
she would be put if she made her imports herself, over that to 
which she is put by makmg other thmgs and exporting them m 
exchange for her imports. This result is of course very far from the 
truth in regard to such thmgs as Britain ’s imports of tropical foods : 
for she could not produce any great quantities of these herself; 
and, if she could not import them, she would have very httle of 
them. If, on the other hand, her imports of wheat and other staple 
grams were arrested, she would be forced to make up the deficiency 
by her own production ; even though that would require poor crops 
to be wrung by very great labour from unsmtable soils, and 
climates. If her imports of French woollens were arrested, she 
would probably make up the greater part of the deficiency by 
her own products, which would be pushed mte uses for which 
French products are still preferred. 

3. Part of a country's external trade is often caused hy 
some weakness in her resources or in her energies, hut, as a 
general rule, a large trade indicates high national efficiency. 

When a country’s exports are large relatively to her area, they 
are almost certam to consist mamly of manufactures. Some of 
the West Indian Islands, which have such exceptional advantages 
for the production of sugar and other products, are so densely 
populated that they import much of their own food; and again 
a small country, containing large rich mmeral resources, might 
do likewise. But these cases are not representative. 

More interest attaches to the trade of some British Dependencies 



RELATIONS BETWEEN TRADE AND EFEICIENCT 


111 


and other places, which are sparsely peopled by energetic races, ni, n, a 
They export almost exclusively raw produce: and m return they 
obtain manufactured and other goods, which they have no special 
facihties for producing. But their imports often represent borrowed 
capital in addition to returns for their exports* such borrowing 
has sometimes represented self-indulgent idleness and extrava- 
gance, but in general it indicates confidence, which the capitahsts 
of the old world feel in the energy and probity of the colonists. 

Good business is done by borrowers and by lenders when goods 
go from the old world to the new, in order to provide vigorous 
colonists with the means of developmg large natural resources, 
from whioh borrowers and lenders will alike derive good profit; 
while the rest of the world will also derive some benefit from an in- 
crease in the supply of raw materials and food from the new world. 

Thus it may be difficult to decide whether some particular 
increase m a country’s trade indicates an increase of her strength: 
but, in fact, no country has attained a very large trade save by 
energy. There have, mdeed, been several cases of large trade per 
head of a thin population, which exploits the resources of a nch 
new country, without devoting much energy to developing those 
resources; but such cases have not been frequent or on a large 
scale. A great national trade has always been an evidence of 
high mdustrial energy. It is true that easily worked rich mines, 
or exceptionally advantageous soil and climate, have sometimes 
3delded a large per capita external trade for a small population: 
but they have never yielded a very large aggregate trade. That 
has always belonged to a great energetic people, who export a 
considerable part of the raw or the manufactured products of their 
mdustries. 

There is indeed some sohd foundation for the suggestion that 
the existence of a very large external trade indicates a high degree 
of efficiency in industry. For the same energy of character, that 
makes a nation eminent m mdustry, is hkeiy to make her traders 
alert to seize every opportunity of brmging the products in which 
she excels, to the notice of countries that cannot produce those 
things with as much relative ease and efficiency as they can other 
products, yhich are in demand in her own markets but cannot 
be produced there with as much ease. The case is specially strong 
when the exports consist largely of high grade products. 
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ni,ii,3, A densely peopled country is indeed likely to export cMefly 
manufactures: and several causes combine to increase ber foreign 
trade rapidly. In the first place, she is likely to import a consider- 
able part of the material which she re-exports mra manufactured 
state: and the value of such material enters twice mto her foreign 
trade. Britam was once the chief exporter of wool: later on she 
used up all her own wool, and now a considerable part of her 
exports consists "of manufactured goods made of imported wool: 
the value of that wool appears twice m her foreign trade. 

In the second place, an extension of any national manufacture 
as a general rule increases its efficiency and economy. Skill is 
increased in quantity, m quahty and in variety: eacli sort and 
degree of skill is set to the work for which it is specially adapted: 
plant is improved rapidly; and that which is no longer the best 
of its kind, is qmckly thrown out, often to be exported to countries 
whose industries are stiU backward. 

These considerations have long been prominent; and they 
scarcely need to be mentioned save for the sake of completeness: 
but there is a kindred group of considerations, which have perhaps 
hardly received sufficient attention. They are connected with the 
broad facts that the expansion of a country’s foreign trade depends 
largely on her facihties for internal transport; and that these 
facilities, in so far as they do not proceed from natural waterways, 
are generally indications of a highly developed internal trade. The 
chief exceptions to this general rule are found when colomsts from 
an advanced mdustrial country take up mmeral, pastoral, or 
agricultural land m a new country; for then they obtain, chiefl.y 
from their own home, the capital required for buildmg railways 
from the mterior to convement ports. This is one of many ways, 
in which developments of external trade anticipate varied in- 
dustrial activities, and prepare the way for them. 

During the process of development of a new country, her 
imports habitually exceed her exports; because she does not pay 
at once for the capital devoted to her railways and other develop- 
ments. After a time she may become rich enough to provide the 
capital needed for most of her own enterprises: and then the 
payment of mterest on the capital, borrowed in her early phase, 
will tend to mcrease her exports relatively to her imports. 
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4 Statistics relating to mtematioyial trade ham been col- in, n, i. 
lected more gemrally a^id regrdarly than any others: and, 
partly for this reason they are sometimes med to suggest 
variations in national emrgy and prosperity. But they are 
not well adajyted for that purpose. 

Tlie statistics of a coimtiy’s foreign trade are more promptly 
and exactly ascertained than almost any others, which can be 
easily applied to measure a side of her economic progress; and the 
indications supphed by them are generally m the right direction: 
but they sometimes mislead. Of course nominal increases in 
imports and exports may be caused by an inflation of prices, 
while there has been no substantial change; but this kind of 
misinterpretation is easily checked. There remains however another, 
which is more subtle; and therefore calls for fuller notice. Its 
general character may be mdicated by an illustration. 

Britain’s foreign trade consists in great measure of an exchange 
of manufactures for grain and meat. Let us then suppose that the 
methods of intensive cultivation are vastly improved, so that the 
produce of British farms can be greatly mcreased; smce farmers 
obtain as good a return to much larger applications of labour and 
capital than before the change. The result would be a considerable 
addition to Britain’s wealth. But her imports of gram and meat 
would have diminished and her exports would have diminished 
in like degree (unless indeed she were taking the opportunity of 
bringing home some of her capital). 

The consequeni increase in the prosperity of her people might 
accelerate marriages among them, and lessen their inclination to 
emigrate, so that her imports of grain and meat might reach their 
old level ere long. But, meanwhile, this increase in the efficiency 
of her people would have checked the expansion of her foreign 
trade, because it had lessened their dependence on exterflal 
supplies. 

So far our attention has been directed mainly tb the quantity 
of the exports of a country: but in some respects their quahty 
is of even greater significance for her future. The test of national 
leadership is the domg of thmgs which others, with similar economic 

a 
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in, n, 4 problems, will be doing later on, but are not yet able to do. and 
a good measure of a country’s leadership is supplied by the 
character of the manufactures and other goods which she exports, 
and of those which she imports. J 

As a rule, the exports of a country consist of things which she 
can produce with greater ease, than the countries to which she 
sends them can ‘ but this rule is not universal. Obviously a gardener 
may ‘^export” products or dehver services to a highly capable 
botanist, who happens to be stronger than he is in body as well 
as in mind. The faculties of him who receives or ^'imports” the 
sendees find full scope in studies, which are of higher value, partly 
because they are scarcer, than mere expert manual work. Similarly, 
the Channel Islands buy much grain, part of which is produced 
on sod less smtable for it than their own: for their land has ex- 
ceptional facilities for growing early vegetables, fruit and flowers, 
which seU at high prices To speak more generally, it is hkely to 
be to the advantage of a particular locahty, whether a village or 
a country, to devote as much as possible of her energies to pro- 
duemg thmgs as to which she has the greatest relative advantage, 
while she imports others. This is true, even if she is on the whole 
as strong as those who trade with her; or is either superior to them, 
or inferior to them, m every mdustry. In short, places whose 
advantages are distributed in unequal proportions among different 
industries, may carry on a trade that is profitable to both, even 
though one of them is the stronger all round 

It may be observed that other things being equal a small country 
will have less varied industries, and therefore will need to import 
more in proportion to her population, than a large one wdl, ilso, 
though this IS a minor point, her frontiers are hkely to be long 
relatively to her area. But other things are seldom equal A large 
country often has superior advantages for the development of great 
concentrations of highly speciahzed industries, and she has the 
better chance of obtammg exceptional gemus capable of developing 
new openmgs that may occur^. 

^ If two countries are of similar shape and one has four times as large an area, 
her frontier will be only twice as long if her area is nine timers as large, her 
frontier will be only three times as long. 
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5. N’o measure can be ohtained^f changes in the aggregate m, u, s. 
volume — as distinguished from the aggregate value, — of a 
comitrfs imports or exports. 

It is of course possible to measure the tonnage of a country's 
imports or exports, a ton of coals bemg reckoned as equivalent 
of a ton of linen, but such reckomngs are of no service, except in 
connection with statistics of the volume of traffic by land or water: 
and they are not of much service even in that^se. Therefore 
aggregates of imports or exports must generally be expressed in 
terms of money value. But the general level of prices is liable to 
gradual changes in consequence of varying yields of gold mines, 
and other Causes* and it is liable to sharp, quick changes m con- 
sequence of fluctuations of general credit, etc.: and a remedy is 
needed for the disturbing effects which these changes exert on the 
measurement of the volume of trade. For this purpose it is usual 
to take the prices of a single year as standard; to reckon, for 
instance, the value of each ton of coal in each year at the price 
for the standard year, and to do the same with each yard of cloth, 
each gallon of oil, and so on. The aggregate of the values thus 
obtained represents roughly the aggregate of those changes in the 
trade, during the period under view, which are independent of 
changes in prices^. 

On this plan, there is some tendency to exaggerate the importance 
of those steel and other goods, whether imports or exports, in the 
production of which great improvements have been made recently; 
or of which very large rich sources of supply have been recently 
opened up. It under-rates the relative importance of those which, 
like coal and dairy produce, are at least as difficult to procure 
now as they were long ago, and even of plain textile goods, and 
others, which are not very much easier to procure. If these 
statistics show that the quantity of a country’s imports is on the 

^ Tins method of measurmg quantities, by reducmg the actual prices of each 
year to those of a standard year and then adding up the entries, was introduced in 
British official statistics, under the control of the late Sir R. Giffen; see [Cd 5386] 
of 1888. Many articles are entered m the detailed returns by value only and not 
by quantity, but the change in their total value which would have resulted, if 
pnced as at the basal level, is guessed by “assimilating them to some sufficiently 
allied group” for which total value and quantity are known. 

The crude ‘^official” statistics of British trade during the eighteenth and part 
of the nineteenth century ignored this difficulty. 


8 — 2 » 



116 CHABACTERISTICS OF INTERNATIONAI. TRADE 

III, II, whole increasing much faster than their valuej while the quantity* 
of her exports is not, then there is reason for thinking that her 
foreign trade is conferring increasing benefits on her. But this 'pTitna 
fade impression must be checked hj inquiring firstly, whether 
her exports are more difficult to produce than they were; and, 
secondly, whether recent improvements in the production of her 
imports have been such that she could make them for herself 
with less difficulty than before^. 

6. Statistics representing value per Tiead, and percentage 
changes in that value, are generally the best adapted for 
studies of international trade in relation to the internal 
economy of a country. But total values, and percentage 
changes in them, are the more important in relation to world 
economics and world politics. Percentages of increase are 
specially misleading, when a powerful country is cultivating 
a trade which she had previously neglected. 

We may next consider the chief purposes for which statistical 
tables dealing with absolute and relative amounts are severally 
the more serviceable. Spealdng generally, when we want to study 
the mtemal conditions of any country, or to compare the internal 
conditions of several, the most appropriate statistics are those 
which represent trade, income, taxes, etc., at so much per head. 
If we want to infer from the past some augury as to the future, 
we must subdivide further: we must consider not only the actual 
growth, or shrinkage, of each quantity per hea^, but also the mU 
of growth] that is, we must show the percentage of each total 
quantity per head, which corresponds to its increase in a year 
(or any other period). But these percentages must never be studied 
alone. For differences in quantity almost always bring with them 
diffierences in quahty : and, unless we know the quahty, we cannot 
tell the true significance of an increase of, say, 10 per cent, in it. 
Again, an increase of 10 per cent, m the food allowance of an 

^ It was showw by Prof, Bowley {Economic Journal, 1903, p. 632), when 
comparing Bntish and German trade, 1881-1900, that the pnces of imports 
(m bond) had fallen in both countnes fast and m about the hke proportion, but 
the pnces of Geimany’s exports had fallen more slowly and those of England’s 
exports more slowly still; so that, so far as mere pnces were conc«rmed (without 
taking account of changes m real difficulty of production), Germany had obtained 
her imports about one-tenth cheaper at the end of the twenty years than at the 
begummg, while England obtamed hers one-fifth cheaper. 
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under-fed population implies a great change in their physical^ iii, u, e. 
mental and moral vitality; but it has no such significance with 
regard to a well-fed population. Increases of 10 per cent, m the 
commercial claSs of Russia and England would sigmfy very 
different changes^. 

A fourfold mcrease of the industrial population and trade of a 
new suburb of a large city is of less significance from every point 
of view than an mcrease of one quarter of the population of the 
whole city: and a doubhng of the trade of New Zealand has less 
significance than an increase by one half of that of Russia. A 
relatively small check to commercial activity in one of the leading 
industrial nations is of greater consequence than a panic in a small 
state; and so on. 

Again, suppose that a great industrial country develops direct 
steamship communication with some large markets, to which her 
merchants send well-chosen goods; her exports thither may then 
mcrease many times as fast, measured m percentages, as those of 
another country which has cultivated the trade longer; while yet 
their actual mcrease is perhaps but a quarter as large as that of 
the exports of her older rival. In that case it is probable that she 
has not devoted to the trade nearly as much energy and resource 
as her rival; fox she has dealt with smaller difficulties. It is of 
course possible that she may ultimately overtake her rival: but 
the percentages of growth do not by themselves give good reason 
for behevmg that she will. And if the percentages are given alone, 
without the totals, no indication is afforded that the difficulties, 
which lie before her, are probably much greater than those which 
she has yet overcome. 

Aggregates and percentages must then be studied together, and 
not separately. Practice will enable anyone, while readmg down 
columns of aggregate values for successive years, to mterpolate 
as he goes fairly accurate estimates of percentage changes and 
vice vend, 

^ Tills class of consideration suggests that the uses of loganthnuc diagrams, 
and similar devices for concentratmg attention on changes m percentages of 
economic sjuantities, have bat narrow uses. 
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CHAPTER III 

BRITAIN’S EXTERNAL TRADED 

1. EnglancT^ external trade in the seventeenth and 
eighteenth centuries. 

Tiie Mstorj of England’s trade has been described in two sets 
of simple annals: one bj Anderson, published in 1787, and the 
other by Macpherson, pubhshed in 1805. Both made large use 
of the official records of trade which date from 1698^. But the 
modern history of Britain’s external trade may be taken to begm 
about a century later, when her great American colonies broke 
away from her. For about that time massive production estab- 
lished its claim to dominate manufacture * and the Independence 
of the United States of America gave a great impetus to the in- 
clmation of her people towards that massive production, to which 
their genius is specially mchned. Their demands for mechanical 
appliances covered so large a portion of the whole field of industry, 
and were so powerful, that Britain’s trade must have become many 
times greater than it actually did, had its course been free: but it 
was still shackled by relics of mediaeval regulation. 

Let us look at her chief rivals. France was hindered by a pro- 
tective policy of a very obstructive and unscientific character, 
which was partly responsible for her supineness in the construction 
of railways: and, as has happened again since then, those of her 
industries prospered most which leant upon protection least The 
industries of Belgium were nearly as advanced as those of Britain; 
and therefore she was ready to buy many British products for 
wEich there was Httle use elsewhere. Switzerland and Saxony 
also turned their rather narrow resources to good account. Germany 
was hampered by poverty, by internal barriers, and by the dis- 

^ Appendix F is attached to this chapter. 

® Both Anderson and Macpherson begin with some speculations as to pre- 
historic times and take the whole world as their field in a few all embracmg 
sketches of early history But when they settle down to serious w^irk, they pay 
httle attention to any history save that of England, and later on of the United 
Kingdom. Among later histones reference may be made to those of Ashley, 
Cunningham and Levi. 

r 
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taste of Iier nding classes for industry. The tariff policy of her in, m, 2 
several States was indeed not very narrow: and the Zollverein 
gave her so much internal freedom and stability as to com- 
pensate for thcf restrictions imposed on trade external to the 
Zollverein^. 

2. Changes in the volume of Britain’s external trade since 
1850. 

The liberation of Britain’s energies from obstructive regulations 
at home and abroad, which came about the middle of last century, 
added much to her productive force: it increased the amount 
of goods w’hioh she could get in exchange for each of her own 
and diminished the charges incurred in the double transport. 

Trade went quicker: intercourse, which used to occupy many 
months, could now be put through m a few weeks by aid of steam, 
telegraph and post. The last cumbrous relics of mediaeval usury 
laws disappeared in 1854; and capital was further prompted to 
large and bold ventures (conducted sometimes with even too 
feverish energy) by the concession of Limited Liabihty to Joint 
Stock Companies, which was begun m 1855 and completed in 
1862. 

Whatever the task to which Britain then turned, she found in 
it fresh opportumties, in which she met but little effective com- 
petition. New channels of commerce were constantly opened out, 

^ Belgium had a low tariff, and like Britain she seized the opportunity which 
the new age gave her to develop her nch resources m coal and iron Her naviga- 
tion of the Scheldt was obstructed after her separation from Holland m 1830, 
and this set her on making two railways, connectmg her ports with the French 
and the German frontiers, and crossmg one another at Mahnes, which were 
worked with greater vigour than any others on the Contment. 

Macgregor’s Commercial Statistics (more aptly described on its title page as a 
Digest of the productive resources of all nations), 1847, shows Belgium and the 
United States as far ahead of all other countries, other than Biitam, as regards 
the variety and elasticity of their energies Here, and m his evidence before the 
Committee on Import Duties, 1840, he lays great stress on Belgium’s freedom 
from restrictive taxation; though he himseff was not ready for a complete 
abolition of the British com laws, and advocated a fixed duly of eight shillingB 
on the quarter. 

Sjnnons’ Arts and Artisans at home and abroad, 1833, giveg^a short, but vivid, 
account of the position. He, however, regards tariffs as the almost exclusive 
causes of some national differences, which now seem to have had their chief 
roots in far deeper soil But his well-informed inductive argument, to the effect 
that protective tariffs as then worked in Europe did not make for national 
prosperity, must count for much m any histoncal treatment of the problems of 
trade policy. 



120 


BBITAIN’S EXTERNAL TRADE 


III, in, 2 along wHcli she could sell her own goods on more profitable terms 
than before ; and along which she could brmg back thmgs to meet 
her wants more easily, safely and cheaply than before. The war 
with Russia passed quickly: much of the commerce between the 
two countries had indeed been continued quietly during the war 
by a not very roundabout route through Prussia. That and the 
Indian Mutmy being past, she found her chief potential rivals 
occupied in wars, which made them eager to buy, almost regard- 
less of price, just those products which she could most easily pro- 
duce. So the quantity of her exports, and the power which they 
gave her of importmg such things as she needed, increased faster 
still. We may take the statistics broadly for the present: some 
difficulties in their interpretation are considered in Appendix P. 

Bntish net imports (that is, imports after deducting palpable 
re-exports) appear at £ml33 in 1854, the first year in which Real 
values were recorded; in 1873 they were £m315: the rise had been 
nearly continuous; such small unevennesses as showed themselves 
being largely due to fluctuations of the prices of harvest products, 
especially gram and cotton; to war; and to fluctuations of credit. 
But a great part of this rise had been due to an inflation of prices 
caused by the new supplies of gold , and by attempts, which proved 
somewhat premature, to introduce Anglo-Saxon methods of 
economizing currency on the Contment. 

After 1873 the reversal of some of these influences caused prices 
to fall; and therefore, though the aggregate volume of imports 
continued to rise rapidly, their money value oscillated about the 
1873 level for fifteen years, after which it began to move upwards 
almost steadily till it reached a maximum of £m553 in 1907, 
followed by a decline and a subsequent rise to £m693 in 1913 and 
to £ml321 in 1920 The value of Bntish Special exports moved 
more irregularly. It rose indeed fast and almost steadily from 
£m51 in 1840 to £m256 in 1873. But then it fell, partly in con- 
sequence of the fall in prices just mentioned; and it only once 
(in 1890) reached that level again till 1900 ; when it rose rapidly and 
reached a maximum of £m426 m 1907 ; followed first by a decline, 
and later by a great rise^. 

o 

^ The Eiiropeaii war which began in 1914 set np a series of disturbances in 
the courses of trade, which have not yet wholly ceased It appears that dunng 
the war Britain lent 668 million pounds to Russia, 608 to France, 467 to Italy^ 
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S* Changes in the character qfBritahCs export trade since iir, m, z 
1800. 

TKe shadow of the Kapoleonic wars spread over the years that 
followed the bartles of Leipzig and Waterloo. But Britain was 
active: and m 1830 she had more railways than all the rest of the 
world. In 1840 both the Contment of Europe and the Umted 
States had passed her. In 1860 each of them had three times as 
many miles as she: and now the Contment of ifurope has about 
nine times, and the United States more than ten times as many 
as she has. Of course her railways have a larger percentage of 
double, treble and quadruple tracks than those of any other large 
country: but, allowance being made for that, it remains clear that 
her own resources, however intensely worked, could not have held 
for long the dommant position, which had resulted from her 
enterprise, and the ravages of the Contmental wars. The wars came 
to an end for the time in 1815. and it is not matter for wonder 
that enhghtened men about 1840, when urging on the British 
Parhament and nation a more liberal handlmg of foreign com- 
mercial relations, laid stress on the proved futihty of restriction. 

It is impossible, they urged, for Britain to keep other countries 
in leadmg-strmgs: manufactures are growing up in all directions 
around her: her prohibitions of the exportation of machinery are 
evaded, and the more she refuses to take from them the wheat 
and other things which they are able to supply to her, the more 
will they yearn for manufactures that will make them mdependent 
of her: it may be that by restrictive taxes and regulations she 
delays their progress for a while* but she thereby puts an artificial 
premium on their efforts to rival her. 

Early in the nineteenth century Continental weavers were 
dependent on British spinners for all cotton yams except the 
coarsest (those of less than two shanks to the pound) : but ere 
long it was lamented that they had got up to forties, and m 
Switzerland even to seventies^. These movements have continued 

and smaller sums to other countries, makmg 1740 millions in all, and that she 
herself borrowed 842 million pounds from America These and other relevant 
facts are noted in The economic consequences of the peace, by J. M. Keynes, C B , 

1919. 

^ Meport of Committee on Manufactures, 1833, Q. 5368. American competition 
was at that time much feared, partly because the advantage which it had m 
the cost of carriage of raw cotton was a little more important than now, partly 
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m, m,$, without ceasing Almost all Britain’s exports of cotton yarn and 
goods to the Continent are now of very fine quality: one cause 
of tins IS that her coarser goods now meet with severe competition 
in many markets and are excluded from some by heavy duties; 
while her finer products, havmg something of a monopoly value 
can force their way over tarifi walls, and another cause is that the 
demand for the more elegant and more tasteful cotton fabrics 
contmuaUy increases. 

In 1820 four-fifths of Britain’s exports of cotton products went 
to Europe and North America; and, though she exported a good 
deal to Asia, she brought back an almost equal value of cotton 
stufis finer than that she could herself make: but theq)osition is 
now almost inverted. Europe now buys her fine yarns and 
fancy stuffs* and their value per pound is much higher 
than that of purchases by those countries in Asia, Africa and 
South America which buy the greater part of Britain’s exports 
of cahco. 

In 1840 Bntain was still so much ahead of other countries in 
many large branches of industry that if they had been rich, and 
transport had been cheap and ummpeded, she might have found 
a highly profitable market for more than ten times her actual 
exports of manufactures; provided at least that she could have 
increased her supply of plant and of skilled workers fast enough. 

It is true that Saxon hosiery, Silesian hnens, French silks, and 
some other manufactures held their own against British competition; 
and that the iron works, founded by the Enghshman Cockerill 
m Belgium, were larger than any in Britam and were excellently 
equipped. But capital and skilled labour were scarce: Britain had 
not nearly enough for her own needs; and yet almost every enter- 
prise on new hues was helped by British capital, and managed 
by British foremen supermtendmg British machmes. 

Passmg to wooUen (and worsted) exports, we find a history 
similar in fundamentals, but differmg much in details. For 
primitive appliances have never been at as great a disadvantage 
in co mm on wool fabrics as in cotton: and even a very backward 


because some great improvements in machmery bad been made in America, 
and not immediately adopted m England, and partly because, as the cotton 
industry was almost alone xn offermg occupation to American women, tbeir 
labour could be bad on relatively low terms 
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industrial district can work up its oto wool into substantial stuffs* 
that have a certain mde cbami of tbeir own. Consequentlj 
British exports of woollen stuffs have never been nearly so large 
a part of the world’s output of similar goods as her exports of 
cotton products. She has* however* long led the fashions for the 
world* and she seems to be supreme m production in regard to 
the best cloths for men; though somewhat backward in regard 
to the fashions and stuffs of women’s dress. Her best cloths leap 
even over the very high barriers of the American tariff. 

Many of the finest and most expensive products of French woollen 
and worsted looms are marketed in England; together with flimsy 
worsted tissues, which attam excellent effects for the time by the 
use of inexpensive materials combmed with judgment, and with, 
of course, a prophetic knowledge of the fashions which England 
is about to import together with the tissues from France. France 
seems to be the only country from whom Bntam buys any con- 
siderable quantity of goods of as high quality and price as those 
which she sells m return. 

It is noteworthy that Britain’s trade statistics show an extra- 
ordmary increase in the exports of clothing just after 1846. For 
a great rush of British emigrants to new countries was caused 
by the potato famine, the gold fever, and as after effects of the 
excitements which collapsed in 1848: the emigrants all wanted, 
and many of them could afford to pay weR for, clothmg from home. 
This was the beginning of large exportations of Britain’s ready- 
made clothmg, almost exclusively to her Colonies. A great part 
of her Colomal trade has always consisted of articles of food, 
clothmg, etc., which her sons and daughters preferred to have after 
the fashion of the old home : and nearly the same may be said of 
her exports for the personal consumption of British residents in 
India. This suggests one cause of the commonly observed fact that 

trade foUows the flag.” 

Among other influences, tending in the same direction, are her 
setting up frequent sailmgs, and, in the course of time, regular 
mail services with her colomes. Also she lends them capital; and 
her merchants supply their shopkeepers, etc., with goods on credit. 
Again, those in charge of their railways and other undertakings can 
buy plant, etc., from British producers with more certainty and 
ease than from any other source. These causes are heightened by 


III, in, 3. 
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HI, HI, 3. sentimeiitSj of wHch the connnon flag is the sjnihoL But for the 
Diost part they are not dependent on the flag. A great trade has 
sprung up bet^reen Argentina and Italy, because there are many 
Italians in Argentma, though the two countries are not under the 
same flag. 

The influence of custom and sentiments is, however, apt to be 
weakened by the lapse of time Those who have a direct memory 
of a British home are now a rather small part of the whole popula- 
tion in nearly every British Dependency, and, of course, the 
problems of agriculture and mining and in a less degree of many 
other mdustries, which call for solution m new countries, have 
more in common with those of the United States thamthey have 
where land is so scarce relatively to population and capital as in 
Britain. 

Thus the percentage of the inhabitants of Canada, Australia and 
other British Colomes who are personally mtimate with Britam, 
has diminished: that of Germans, Americans and others who are 
less mtimate with her than with their own homes has increased, 
though it is still relatively small. She stiU supphes her colomes 
with by far the greater part of the capital which they need; and 
her ‘‘invisible” espprts of services to them are considerable. But 
Germany and other countries now run excellent lines of steamers 
to them, which, though rather thm, carry well chosen specialities; 
while the Umted States has a geographical advantage, amounting 
to supremacy, in the trade with the north-west of the Canadian 
* Dominion. Consequently there has been some slight decline in the 
percentage of the trade of Bntam's colomes, which is earned on 
with herself. 

In the middle of last century Britain was indeed more mature 
.industrially than other countries; and therefore her imports con- 
■sisted of food and raw materials, which her own soil and climate 
did not readily supply, together with a few manufactures and 
apphances for production, which other countries yielded of better 
make or cheapjer than her own. One or other of them might 
outrun her for a while in some new industry or in some improved 
machinery and process for an old one: but, if she chose, she always 
could be qmck on their heels, because she already possessed the 
capital and the chief elements in the skill and aptitude needed 
for the work. In recent years, on the other hand, the chief western 
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coimtries have been so nearly in the same industrial phase that 
each buys from the other at short notice improved machinery and 
half products of many kinds. 

But backward countries on the other hand seldom have much 
demand for such things. They may be ready to buy calico, when 
spinning machinery is useless to them; and when they are not 
eager for machine spun yarn They import bicycles before they 
import component parts of bicycles, and long before they import 
automatic turret lathes to make the hubs of cy<Je wheels: and 
so on. The demands for British goods therefore, which come from 
a backward country, are constantly changmg their shapes as that 
country makes her way upwards. Most of these changes proceed 
on the same hnes, but there are many varieties m detail In fact, 
the same country may be shifting her demand from finished to 
half-finished British goods m some branches of production; while 
in others she is shifting it from half-fimshed ordmary goods to 
completely finished goods of exceptionally fine quahty. 

A “new” country (that is, one which is bemg rapidly developed 
by i m migrants from an advanced country) may be backward in 
all but a few industries, while leading in those for which she is 
specially suited. A new mining district — ^the Transvaal or Western 
Austraha — ^may be quicker than almost any industrial centre of 
the western world in adopting electrical appliances for saving 
labour in transport and milling; and yet it may have no use for 
spinnmg or weaving machmery, and not very much use for simple 
cloth, etc. : it may prefer to import the greater part of its clothing 
ready made. As numbers mcrease, strata of population will begin 
to put in an appearance, who are prepared to do the ordmary work 
of manufacture for a moderate remuneration: they generally 
develop first those manufacturmg mdustries m which alertness 
and vigour count for much, and highly specialized skill is not greatly , 
needed; in which the capital outlay per head is not exceptionaEy 
large; and in which the physical resources of the country will be 
most helpful. The changes in them selections of British half 
manufactures and finished manufactures will show as many cross 
currents as those of a backward country. The cross currents wil 
be difierent in character, because the backward country will need 
to avoid tasks that mvolve great strain; and the new country will 
need to avoid those which do not afford a rich return to high 
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III, HI, 4 applications of energy. But in tlie one case, as m tlie otter, the 
cross currents will render untrustworthy any simple mferences 
from crude aggregate statistics. 

4. Britah^s foreign trade is sonieivhat smaller and less 
important than it appears; inasmuch as it includes many 
latent re-exports, and a considerable oscillatory or return 
trade of similar commodities travelling in opposite directions 
• on the same mute. 

The opening of the Suez Canal m 1869 tended to lessen Britain’s 
entrepot trade in Oriental goods. Her power of equipping rapidly 
vessels smtable for it, combmed with her financial and commerical 
prestige and the foreign connections of her central markets, have 
enabled her to hold her own fairly well Time, however, has been 
on the side of a direct trade to all places which had good railway 
communication with the chief ports on the Mediterranean : and 
the rapid extension of Contmental railways, while increasing 
Britam’s facihties for trade with the centre of Europe, has in- 
creased even more the facilities for trade with other Continents via 
Marseilles, Genoa, Trieste, Havre, Antwerp, Hamburg, etc. Con- 
sequently dealmgs m wool and other raw material, for which 
London was once the world’s market, have tended mevitably to 
be diffused over many markets. But the richness and variety of 
British demand for the finer products; the unrivalled specializa- 
tion, promptitude, and directness of action of her merchants and 
brokers; the ease and elasticity of her banking-> system; and the 
consequent preference for a bill on London over a bill on any 
other place, have tended to strengthen the re-export trade of 
London. 

Meanwhile, there has been a rapid increase of Britain’s exports 
of manufactures, more or less finished, which are largely made of 
imported matenal. The main reason for this is that her area is 
small, and her population is so large and so rich that there is 
scarcely any important raw material of which she can supply 
enough for her own needs: therefore only a small part of her 
Special exports are true exports of her own produce to their full 
extent. Some of her iron and steel exports are indeed made from 
her own ores by use of her own coal ; and they are truly and wholly 
hers. But a great part of the value of her exports of calico is 
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derived from the raw cotton wMch she has imported: and her in, ra,4. 
exports of woollen goods contain so much imported material that 
we may say that she has no true net exports of wool, as distin- 
gmshed from theVork spent on wool by manufacturers and others. 
Similarly, though a little wheat and wheaten biscuits are included 
among the Special exports of her own produce, it may be said 
that she has no true net export of wheat It appears, mdeed, that 
her net exports of native material contain nothing important 
except coal, salt, fish, glass and earthenware^. 

The character of Britam’s re-exports is, of course, much in- 
fluenced by her position on the highway between Europe and 
other Continents; and by her mtimate relations with Australia, 

South Africa and other gold producmg countries. She re-exports 
on the balance a great quantity of gold, which goes chiefly to 
the Continent of Europe; and a great quantity of silver from 
America, which goes chiefly to India: and, as gold and silver are 
not mcluded m the ordinary statistics of her imports and exports, 
she appears to be exporting a good deal less to the Contment and 
to India than she really does. Conversely she appears to import 
less from Australia and South Africa and America than she really 
does. 

Agam, her re-exports of raw material, both m its original form, 
and latent in her own manufactures, have come to her chiefly 
from other Contments, and go in a great measure eastwards to 
Europe. And, on the other hand, the things which she receives 
in a more or less- manufactured state, and which she re-exports 
with or without the expenditure of some additional labour on 
them, come chiefly from the Contment of Europe, and go chiefly 
to more distant Contments. These facts are vital to any efiective 
comparison of the trade, which she carries on with different 
countries. 

^ It IS true that the statistics of other European countries contain considerable 
entnes of raw material imported from Britam. but this is explamed by their 
countmg as imported from Britam, a great part and m some cases the whole of 
the raw material which she has imported and re-exports to them. Most of this 
IS entered m her official statistics as “re-exports”: though any of it that gets 
at all far from her docks rs apt to be classed as a Special export Under that head 
are entered some beef, milk, cotton seed and other foreign oils, sugar, timber, 
flax, sillc, cot^n and other seeds, raw hides, furs, and other thmgs of which her 
own production, if any, is small relatively to her consumption. British statistics 
are, however, less maccurate than those of most other European countnes in 
this respect, partly because nearly aU her re-export trade is handled m seaports. 
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111,111,4. Slie carries on mticli "cross trade”: tbe exportation of goods 
that are very nearly alike in opposite directions on the same line 
of travel. Suck trade is often due to market fluctuations and otker 
accidents: an instance of tbis is found in tke constant exports of 
tke precious metals from every western country to otters wMck 
are nearer tke mines than she is; but whose money market 
happens to demand gold for a time. Again, if the supply of a 
product has ris^i relatively to the demand m one country, and 
especially in tie neighbourhood of a convenient port, it is often 
exported, m order that it may be sold at less than its normal price 
without injurmg the market in which its owners are specially 
interested: and it is likely to pass on its way some similar com- 
modity which is going from its own home to be slaughtered in 
like manner; or perhaps sent under a contract of some standmg. 
But, independently of such irregularities m the relations of supply 
and demand, there is a constant oscillatory flow of thmgs that 
difier a httle in quality or suitabihty for special purposes Some- 
times the differences which cause such apparent oscillations of 
traffic are so shght, as to be obvious only to experts: a con- 
siderable part of Bntam’s trade with her industrial neighbours 
is of this kmd, especially in regard to woollens, silks and metals. 

Britain is a more fastidious buyer than almost any other 
country: a given quantity of meat or butter, or frmt, or tobacco, 

, or cotton or wine which appears m her imports is hkely to be 
worth more than similar quantities which appear in the import 
lists of most other countries. And again her exports are, speak- 
ing generally, becoming finer in quahty. Thus a milhon pounds 
of cotton yam, or even a milhon yards of cahco, appearing in 
her export list, are likely to represent a higher real value than 
similar entries in her own lists twenty years ago, or m the hsts 
of most other countries now. And a similar distortion arises 
from the vagueness of the terms manufacture, or "mainly 
manufactured.” But of course the quantity of her exports is 
swollen by her large exports of coal, the volume and weight of 
which are large relatively to their value. 

Britain’s exports of "articles wholly or mainly manufactured” 
include some bulky raw materials and other things on which 
relatively little labour has been spent, such as ingots of tin and 
other metals, leather, thrown silk, etc. But, with no considerable 
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exception, these, together with her re-exports of the same thmgs, 
are less than the imports of similar thSags, which are entered among 
her imports as “ wholly or mainly manufactured.” That is to say her 
net exports of the cruder manufactures are a negative quantity. 
Yarns are not included here, because, as has already been re- 
marked, the tasks of spinning those fine cotton yarns and combing 
those fine and even woollen tops which she alone exports m large 
quantity, are more difficult than ordinary weavmg. 

If both imports and exports of manufactures ?7ere minutely 
classified according to quahty, the net export of any one quahty 
could be deduced by simple subtraction of the corresponding 
import. But, as things are, no useful meanmg can be attached to 
the phrase — Britain’s net exports of manufactures, for the greater 
part of her imports of so-called manufactures are of low quahty; 
and the greater part of her exports, which are similarly classed, 
are of high quahty. 

Britam’s ‘‘mvisible” exports of shipping services may seem to 
be of a different order from her exports of material commodities. 
The difference is in truth merely superficial And, if it were worth 
while, stress might be laid on the facts that ships’ stores and 
bunker coal are clearly exports of material commodities: that if a 
British ship wears herself out m the carrymg trade between, say, 
Australasia and the western coast of the Pacific, she is a material 
commodity, exported for the benefit of other countries, and m 
effect is gradually sold to them; and lastly, that the same is true 
in regard to the services of a British ship tradmg between British 
and foreign ports, m so far as the benefits of her work accrue to 
foreigners 



CHAPTER IV 

THE BALANCE OF DIPORTS AND EXPORTS 

III, i¥, 1. 1. The phrase a favour ahle ” balance of trade. 

TMs chapter 4s required for completeness. But it is concerned 
only with matters that are famihar to many business men: its 
Section headings may suffice to indicate to them the part which it 
is designed to play in the present Book. 

In discussions of international trade, a ‘‘nation ” is to be regarded 
as consistmg of the inhabitants of a country which has defimte 
frontiers. Some taxes are generally levied on goods passing over 
these frontiers and, for this and other reasons, the traffic over 
them is watched by “Customs'’ officers — that is, by the successors 
of those who used to collect the “customary” tolls which every 
Government collected at the frontiers of its special dominion. 

In earher times men’s nnnds were much occupied with the desire 
to retain m their country as large a stock of the precious metals 
as they conveniently could. This desire, as has already been 
indicated, arose in part from a mistaken notion that the precious 
metals constitute wealth in a special use of the term: but it had 
some solid foundation in the fact that gold and silver alone afiorded 
ready command over the means of supporting military forces in 
some of the emergencies of a great war. If a country was buying 
from abroad things of greater value, m terms of the precious 
metals, than those which she was seUing abroad, she was taking 
a step towards a condition when “the balance of trade” would 
be against her. and, in case of war, she might find it difficult 
to support armies abroad, even if her own people were full of 
patriotic ardour. Of course war was not then regarded as a 
national concern, in the same full sense as it is now. In some cases 
it was ivaged m the special mterests of a dynasty, or a ruhng class, 
rather than of the nation as a whole; and then payment in silver 
(or, in rare cases, in gold) would lead many a shrewd dealer into 
the courses desired by the King or the ruhng classes.^ 

But the unscrupulous gemus of Napoleon taught Englishmen 
and others to recognize the superiority of the interests of the nation 
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as a whole over those of particular^ sections of the nation: and iir,iT,2. 
during the nineteenth century national trade has attained a high 
place among the^ interests of every nation of the Western World. 

The trade of a country is taken to consist of her exports of goods 
on the one side and her imports of goods on the other* and the 
aggregate values of these two groups tend to be equal. But this 
tendency is apt to be in some measure disturbed by t|ie exportation 
of capital, and the importation of the eqmvalent of the interest 
(or, in some cases, the profits) derived from the use of the capital 
abroad. And, further, the goods consumed in country A by a 
person who derives his means from country are m effect exports 
from B to A: but they are not represented, unless incidentally, in 
the hst of jB’s exports or of A's imports. 

There is, moreover, no means of knowing how much of the 
expenditure of (say) a Belgian domiciled in France is drawn from 
his property in Belgium, and how much from his work and property 
in France. For our present purposes it is best to raise no question 
as to the ultimate destmation of the unports of France into Belgium; 
but to consider only their aggregates. 

2. A country's recorded imports tend to exceed her recorded 
exports^ other things being equal, by all the expenses incurred 
at home in carrying goods between hersdf and any foreign 
country, or between two foreign countries; and in carrying 
foreign passengers : and also by all the net profits of her 
ship-oioners, merchants, commission agents and banhers, in 
so far as they arise out of her foreign trade and are brought 
home. 

In the early Middle Ages silver and gold were regarded as the 
measure, and even sometimes as the substance, of national 
prosperity : and penalties were imposed on any private person who 
exported them. But the Mercantilists relaxed this rule: they 
allowed any trader to export treasure, if it could be shown that 
re-exports of part of his imports would lead to the return of 
at least an eqmvalent amount of treasure. An equally important, 
though less prominent, advance was made by their insistence that 
commerce is an industry and that “The Labor of Seamen and the 
Freight of Ships is always of the nature of an Exported Com- 

9—2 
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HI, IV, 2* modity, the over-pins wherepf, above what is imported, brings 
back Money, etc.^” 

Let ns work out this hint. If a farmer undertakes to supply 
straw to a fly proprietor in return for manure, doing all the cartmg 
himself, he will perhaps send straw that is worth £10 m the town 
but only £6 on the farm and take back manure that is worth £10 
in the town but £14 on the farm. If the carriage necessitates forty 
, journeys, eac}|, of which may be valued at 45., the bargain will 

be a fair one. But while the fly proprietor’s visible imports and 
exports will be of equal value, viz. £10 each, the visible exports 
of the farm will be worth only £6 on the farm and its imports worth 
£14. The farmer will reaUy have given out eight pounds worth 
of services m cartmg. In another year it may be arranged that 
all the cartmg shall be done by the fly proprietor, and that the 
farmer shall dehver to him on the farm, besides the straw, an 
amount of hay w'hich is worth £8 on the farm, and perhaps £11 
in the town. The fly proprietor’s imports will now be worth £21 
m the town and his visible exports only £10; but m addition he 
will have given out £11 of cartage. All the farmer’s imports and 
exports will be visible, and therefore they will be equal m value; 
in fact each of them will be worth £14 on the farm. If part of 
the cartmg is done by the fly proprietor, and part by the farmer, 
a smaller amount of hay will redress the balance. 

As it is with the commerce between individuals, so it is with 
the commerce between any groups of individuals, as for instance 
between two towns, or a town and the neighbouring agricultural 
districts. But statistics are available only for the traffic across 
the frontiers of nations. 

Suppose then an Enghshman, i.e. a man who makes that 
country the basis of his operations, to send goods in his own ship 
to Brazil and sell them there, to invest the proceeds in Brazilian 
goods; to bring thosegoods home in his ship ; and finally to sell them 


^ Tins phrase comes from Petty, who had advanced somewhat beyond the 
Mercantilists* but its substance is implied m Mun’s central argument that 
“remote trades must be most gainful to the Commonwealth,” because the 
services rendered by English ships m them are of the nature of exports, and tend 
to hrmg hack treasure idtimately Somethmg is said as to the relations of the 
Mercantilists to their predecessors and their successors m Industry mid Trade, 
Book I, Chap, m and Appendices C-G^ 
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at Home on such terms as give him the normal profits of his trade : iii, it, 2, 
his imports will exceed his exports in value hj his full expenses 
and profits as a trader and merchant. And the result will be the 
same, if he pays an Englishman to carry part of his cargoes for 
him : he will merely use some part of the excess value of his imports 
over his exports in pajdng that Englishman for the work. 

But the result will be different if part of the merchant’s work 
is done by a foreigner, that is, a person domiciled in another 
country. If, for instance, his return cargo is heavy, and he employs 
a Norwegian shipper to brmg back part of it, he will have to 
surrender to the Norwegian some part of his command over 
Brazilian goods, or rather over the price of them in England. That 
will give the Norwegian the power of drawing out goods from 
England without sending any to her m return; and thus it will 
diminish the excess of Britain’s imports over her exports by the 
cost of that part of the carriage which was undertaken by the 
Norwegian. 

Again, the officers and men of the ship are hkely to spend some 
money in Brazil, on buying ship’s stores and other goods, and on 
the services of agents and porters, and so on. The means for their 
outlay will be provided directly or indirectly out of the proceeds 
of the sale of the ship’s cargo in Brazil This will either dimimsh 
the amount of Brazilian goods which the ship can command for 
the homeward voyage, or give Brazil the power of drawing some 
additional goods from England without importing anjrthing in 
exchange for them. 

That is to say, the merchant has the power of bringing back 
Brazilian goods, which when sold m Britain will exceed his exports 
in value by the full costs of the double voyage. But he may elect 
to have some of those goods in the form of ship’s stores bought 
in Brazil, which wdl be consumed on the voyage and therefore 
will not appear as imports; and a further part of his power is 
handed over to his crew, who may spend some of it on local 
services, or on goods which also do not appear among British 
imports. Accordingly, that excess of Britain’s imports over her ^ 
exports, which results from the double voyage in question, will 
be dimimshed by the total outlay on behalf of the ship thus 
incurred in Brazil. 

This result seems to point to the conclusion that a country’s 
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in, IT, 3. nominal imports tend to exceed her nominal exports by all those 
expenses which are incurred at home on account of her foreign 
trade, together with the profits of the trade so far as they accrue 
to her own people. 

But no account has yet been taken of the fact that the ship is 
hkely to carry passengers as well as cargo. Such of the passengers, 
as are foreign, must remit the equivalent of their fares* and the 
country’s imports will be swollen relatively to her exports by the 
value of those fares, any outlay of the ship on their behalf in 
foreign ports being of course deducted. But, in so far as the 
passengers draw their resources from the country itself, the pay- 
ment of their fares is a mere transference within the country; 
and therefore it does not affect the balance of imports and exports. 
Thus, the nominal addition to a country’s imports relatively to 
her exports, due to her shipping industry, is equal to the gross 
earnings of that industry for goods and passengers, other than 
those domiciled m her. Deductions must however be made for 
any outlays on behalf of the shipping industry abroad, and for 
any part of the profits of the industry which accrues to persons 
resident abroad^. 

Again, if a merchant or anyone else, who had been reared in 
one country (A), spent the greater part of his hfe m another 
(jB), he would perhaps bring home to A some of his savings in 
the form of the precious metals. The chief benefit of the expense, 
which had been devoted in 4 to his early nurture and education, 
would have accrued to B; and B would probably have gained 
more from his abihty and energy than the equivalent of the wealth 
which he took away with him; whether that was in the form of 
precious metals or not. This consideration has some bearing on 
I the present relations between England and India. England exports 
to India a good many able young men. they do not enter in India’s 

^ Sir R. Giffen estimated some years ago the charges of the Bntish shipping 
and merchant semces, which must be returned with profits m order to maintain 
that influx of capital and energy mto the trade He concluded that a sum of from 
£ml00 to £ml25, needed to appear m Bntam’s visible excess of imports over 
exports, one year with another, m order to defray these charges. Since he wrote, 
improvements m shipbuildmg have greatly lowered the cost of working a ship 
of given carrying power, but the recent war, followed by increased costs of 
material and labour, worked strongly in the opposite direction. Several years 
must elapse before a fairly confident estimate of the future of such charges can 
be made. 
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list of imports; but it is claimed that they render to her services in, it, a 
whose value exceeds that of her total payments to them. They 
return to England (if they come back at all) after their best 
strength has been spent: they are unreckoned exports from 
England. But that part of their incomes, which they have saved, 

IS likely to come sooner or later in the form of material goods which 
enter into her imports. On the other hand, India counts these 
material goods among her exports to England: but of course she 
makes no entry among her imports for the expensive young men 
who have been sent to her. 

3. When capital is invested in a country hy foreigners^ or 
credit is esstended to her from abroad in any other form^ then 
there maybe a temporary increase of imports into that country 
relatively to her eocports. This is often more than compensated 
in the long mn hy an excess of her exports ; for those, who 
export capital, draw interest or profits on it, and perha27s 
ultimately bring the capital itself bach to their own country. 

The Mercantihsts were not impelled by the circumstances of 
their time to pay much attention to the two groups of mvisible 
imports and exports — ^those due to mternational credit and to 
absenteeism — as they did to the services of commerce and 
shipping. But, the financial and commercial troubles of the great 
French war made English statesmen and economists examine the 
balance of trade with a care and thoroughness never before 
attempted * and they found that some important matters had been 
overlooked. This work was continued for another generation; and 
but little ground of first-rate importance was left to be covered 
by their successors^. 

A considerable part of international credit is made up of small 
items, such as the selhng of goods on long credit to foreign merchants 
and shopkeepers, or the sending out goods to be held till sold by 
a general commission-agent, or a branch of the home firm. But 
the greater part of it arises out of massive transactions; such as 
the issue of large loans in the London market on behalf of foreign 
or colonial governments or private railway and other trading 

^ See in particular pp 28-9 of the epoch-making Report of the “Bulhon 
Committee ” of 1810; which mquired into ‘‘The cause of the high price of bullion,** 
and mto “The state of the circulatmg medium and of the exchanges between 
Great Bntain and foreign parts.’* 
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III, IT, 3 companies. Wtetlier the loans be large or small, documents are 
likely to be transmitted to the lending nation acknowledging the 
loans: and receipts for payment of mterest, and ultimately of 
capital value, are hkely m due course to be transmitted in the 
opposite direction. If it were possible to enter these documents 
in the tables of imports, the balance between imports and exports 
would not be disturbed either by the loans or by their settlement; 
but this cannot lie done. In short, when a country lends abroad 
£1,000,000 in any form, she gives foreigners the power of taking 
from her £1,000,000 of goods, while she herself does not, for the 
time being get any goods in return : on the other hand, the interest 
on these loans, and perhaps the capital itself, ultimately are ex- 
pected to be returned home, and when paid, they increase England’s 
imports relatively to her exports. 

This contrast between deferred and immediate claims is of great 
importance in connection with the Foreign Exchanges. As Goschen 
well said: ‘^when the relative indebtedness and the balance of 
trade between the two countries is spoken of, the permanent 
debts of one country to another do not enter into consideration — 
at least not tiU the term of payment has arrived . the balance of 
trade depends upon the transactions which have to be settled, 
not upon those which by common consent are held in abeyance 
for a term of years^.” The balance of a country’s imports and 
exports in any year has no direct relation to the deferred claims, 
though, of course, it is affected by mterest for the year on loans 
already made by her, or to her. 

On the other hand, there is an intimate connection between 
the imports and exports in any one year and the claims of all 
kinds fallmg due in that year. Coupons for any year, debentures 
of which the period ends in, say 1922, drafts drawn by tourists 
for their travelling expenses in 1922, etc — all these form immediate 
claims on one side or the other of national indebtedness, which 
enter into the national account with other countries, on the same 
footing as do the claims created on the one side and the other by 
her imports and exports of merchandise respectively m that year 2 , 

^ Foreign Exchanges^ Chap n 

2 For simplicity it is assumed here that each year*s transactions a-re completed 
within the year, or, which comes to nearly the same thing, that the outstanding 
transactions at the end of one year are about equal to those at the end of the 
next But, of course, if bad harvests m Europe coincide with good harvests m 
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If a Biitish bank, or Fire or Life Insurance company or other iii, it, 4 
financial house opens a foreign branch, it generally sends out 
(besides petty cash) a certain command over British capital for 
immediate service: this swells British exports. If no more ready 
command over capital is required, it can bring home all its net 
profits, and these swell British imports. 

Powerful financial houses often make considerable net profits 
by speculation on foreign Stock and Produce Exchanges , and these, 
as well as the net profits of Fire and Life Insurance companies 
on foreign business, swell the imports of the home country. Specula-* 
tive sales and purchases are, as a rule, settled by the payment of 
margins, and their capital values do not enter into annual inter- 
national balances to a considerable extent. It is, however, true 
that even temporary purchases by foreign houses of stock exchange 
securities are an important means of rendering international 
assistance m times of financial disturbance; and they may 
materially mitigate for some months the pressure to export goods 
for sale m any markets that are not receptive. 

Thus the influences of fluctuations of credit on the balance of 
imports and exports are diverse. If credit in country A is 
shaken, her capitalists may desire to bring home command over 
capital, m spite of the facts that her business activities are de- 
chning, and that there is but little scope for investments of 
capital in new or enlarged enterprises in her industries. 

4. The total earnings of the shipping industry oscillate 
with changes in commercial credit But Britain's nominal 
excess of imports over exports is often high in depressed 
times, because she is then restricting her foreign investments. 

Since the middle of last century the aggregate tonnage of 
Britam’s shipping has increased fast, and its aggregate carrying 

wheat exporting countries, much gram comes to Europe m the autumn and is 
likely to be valued rather high; so that the imports into Europe for that year are 
swollen considerably, while some of the exports that are to pay for them follow 
a little later. Similar mequahties may be caused by sharp temjporary disturbances 
of mtemational credit. 

Again, some borrowers make default, and exports to them are never fully 
compensated. But m all hazardous trades the good returns on some ventures 
have to make up for losses on others Lenders require a relatively high rate 
of interest to mduce them to lend on hazardous ventures, especially in foreign 
countries; and the gams accrumgfrom such of these loans at high interest, as are 
fully honoured, may be taken to cover the losses on those that make default. 
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III, 4. power has increased mucli faster. Consequently the fall of freights, 
though sometimes interrupted by war and by bursts of commercial 
activity, has been rapid. The diminution of the cost of building 
and workmg cargo ships has been accompamed by an incessant 
increase in the percentage of bulky goods which travel long 
distances by sea: and this has again tended to lower the average 
rate of freight-charge per ton-nnle. The gross receipts of Britain’s 
shipping have increased very fast, though unevenly. The ship- 
owning business has remained profitable, at ail events according 
to the ever diminishing standard of profits, which are afforded 
by modem conditions to businesses that have no effective monopoly. 
But its net profits have oscillated more violently thaji its gross 
receipts. 

During a time of ascending commercial activity and credit, 
cargoes increase fast: and the gross earnings of ships increase 
faster still, because freights are very sensitive to every variation 
of demand. Britain’s net “invisible” exports of shipping services 
are much larger in value than the visible net exports of cotton 
manufactures, which come next in order on her list of exports: 
and one might have expected the excess of visible imports over 
exports to rise during those ascending periods faster than the 
imports themselves, and much faster than the exports^. 

In fact, however, this has not happened; but rather the reverse; 
for in ascending periods she exports largely on credit. Her area 
is so small, relatively to her capital — ^it is, so to speak, so nearly 
saturated with capital — ^as to allow scope for any new enterprise 
that holds out prospects of high return. Consequently, the activity 
of her industries depends in an exceptional degree on the con- 
fidence and strength of business enterprises in other countries, 
and especially in new countries. That confidence is sometimes 
misplaced. But, so long as it lasts, capital flows from her for 


Britain’s excess of imports over exports was £m36 in 1854: it rose with 
slight fluctuations to about double that amount in 1868, when trade was de- 
pressed. After that year it fell almost without mtermission to about its 1854 
level till 1872, wh^n the inflation of trade was unprecedented; and thence it 
jumped up to £ml45 m 1877, about four times as much as m 1873: 1877 was a 
year of extreme mdustnal depression. It fell again irregularly tiE 1886, but 
after that it rose with little mtermission to £ml82 in 1903, whicl^again was a 
year of depression; after which it fell to £ml28 m 1907, a year of inflation (It 
reached £m783 (in paper currency) m 1918.) Its relation to the migration of 
capital is noted aboTe, § 2. 
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investment abroad, and especially in new countries: and the only ill, it, L 
way in which this flow can be efiected is by a net increase of 
exports, visible and mvisible, that is, by making aggregate exports 
larger relatively to imports than they otherwise would have been. 

Of course there is no necessary connection between an increased 
investment of British capital in any particular country and an 
increase of her exports to that country^. 

Nearly all advanced industrial countries are creditor countries, 
because their industries have already provided them with more 
capital than they have an urgent need to use themselves. This 
abundant supply of capital gives them a difierentiai advantage 
for the prqduction of things which cannot well be made without 
very expensive plant; that is, of those things, which countries that 
borrow capital, cannot as a rule very easily make for themselves. 
Meanwhile the aggregate volume of international trade is being 
increased, in spite of high tariffs, by cheap and rapid transport of 
goods and news. Telegraphs and telephones are aiding the inter- 
communication of private and pubhc news among all advanced 
countries, and enabling them to keep in close touch with their 
representatives in new and in backward countries* thus, inflations 
and depressions of industrial activity are becoming increasingly 
international. Britain is the most distinctively old large in- 
dustrial country, and her industrial activities are affected by 
international influences more than are those of any other similar 
country. 

^ For mstancs a railway m Eastern Russia might borrow in London some of 
the capital needed for increasing its rolling plant: that plant might move on its 
own wheels from German locomotiye works, rather than be shipped via Rigaj 
and Germany might perhaps use the payment, which she received from Russia, 
in buying goods from China, for which Russia in effect paid; while China was 
paid by drawing goods from Britain with the money received from Russia. 

This would of course be effected through the foreign ezchanges, which are to 
be considered at once. 
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CHAPTER V 

IXTERNATIOXAL EXCHAXGES 

1. The mitiire of the economy effected by bills of exchange 
in the settlement of obligatiom betiveen different places. 

The present chapter is an elementary account of matters that 
are familiar to every business man, and are well understood by 
a great part of the general public. It may therefore be ormtted 
mth advantage by many readers^. 

Norwich was the chief centre of Enghsh industry outside of 
London when the Exchanges first attracted general notice* and 
she holds her place m the following reproduction of an often- 
repeated statement of the case. As has been well said, Commerce, 
m all its phases except the very rudest, has avoided the sending 
of money, com or the precious metals in any other form, on long 
journeys, when it could be avoided by means of arrangements 
between neighbours. If A in London owed money to B in Norwich, 
and G in Norwich owed the same money to D in London, the two 
debts could be extinguished without the expense and cost of 
sending money by the simple arrangement that A should pay D, 
and C should pay B. Hence arose Bills of Exchange, and the 
machmery of the Exchanges.” 

A bill of exchange is generally a written request by the “ drawer ” 
of it, addressed to another, ‘‘ the drawee” ; in which he is requested 
to pay a certain sum of money to a person indicated on the face 
of the bill and called the payee. This person may be the drawer 
himself or a third person. It may request the drawee to pay it 
to anyone, to whom the payee may transfer the bill, subject to 
certain conditions and formahties. The bill states the time at which 
it is payable, as for instance at sight, or at three months from date. 

^ It IS concerned with ordinary conditions* and ignores disturbances which 
may be caused by war, or a collapse of general credit War is apt to disturb 
violently the values of currencies even though they have been firmly based on 
gold or silver, or both. For under the stress of a great war, even a strong and 
resolute Government is likely to issue inconvertible paper currency in such 
quantities, as to reduce its value greatly In this connection reference may 
be made to a note on “The Mark Exchange” in^ revision of the Treaty, by 
J. M. Keynes, C.B., 1922. 



141 


ECONOMIES EFFECTED BY BILLS OF EXCHANGE 

Wten tke bill Las been ‘‘ accepted” by tbe signature of tbe drawee III, t, L 
written across its face, it tben becomes a promissory note from 
him, its acceptor. For tbe payee may sell it to a second person, 
wbo may seU it to a third, and so on; each seller sigmng it on the 
back, or endorsing it, before he passes it on. The selhng value of 
the biU is reached by deducting a discount” from the value on 
the face of it. This discount varies, firstly with the time for which 
the bill has yet to run, secondly with the market rate of discount 
on short, secure loans; and thirdly, with the risk that it may be 
dijficult, or even impossible, to collect the value of the bill. The 
demand for payment of it will be made in the first instance on 
the acceptqr of the bill; and, faihng him, from the drawer; and, 
faihng him, from its endorsers m the order in which they have 
signed their names. 

Bills of exchange were at first used mainly as a means of trans- 
ferrmg debts from one person to another, and thus economising 
the transference of command over ready purchasing power m 
space. But in doing this they incidentally transferred command 
over ready purchasing power from one date to another, and this 
transference in time became in some ways more important than 
the transference in space. Bills drawn by one person on another 
were sometimes used as a means of borrowing money from a third 
person: and this use often degenerated mto an abuse, against 
which the term ‘‘fictitious” biU is aimed, though not well aimed^. 

Further, every additional name on the back of a bill gives it 
a new security, without involvmg any additional formahty. When 
it is further considered that the bill yields interest to its holder ' 
for every day that it lies in his hands, and that his capital invested 
in it has still some life, while yet practically available to give him 
ready purchasing power whenever he wants it, there is no reason 
to wonder that good bills of exchange have been readily current 

^ The modem use of bills of exchange seems to have had a nearly continuous 
history from the eleventh century. They were m common use in Vemc© and 
throughout Lombardy, and apparently in Hanseatic toTqm m the twelfth 
century, and the Papal revenues were remitted from all quarters of the world 
by bills through the whole of the Middle Ages. The us© of Mand bills came later. 

The Jews of course had always a great share m dealings with both kmds of bihs. 

Holland wasisupposed to owe a considerable part of her commercial strength 
to the hmpidity given to her capital by the full and wise use of bills of exchange, 
and Sir Josiah Child (Discoume of Trade, a.d. 1751, Chap, v) pleaded for their 
use m terms that may be read with propt even now. 
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in, ¥, 1. and popular among business^ men. In Lancaskre, early in tbe 
mneteentli century, bills, chiefly inland, passed from hand to hand 
covered sometimes with a hundred signatures; and between them 
nine times as much business was done as by bank notes. Since 
that time, bills have not become less secure or less convement: 
but, in various degrees m dinerent countries, bank notes, cheques, 
drafts on banks, and telegraphic transfers have increased greatly 
m volume, truslworthmess and convemence, and bills have receded 
somewhat into the background They now play but a small part 
in internal trade, and the part which they play m foreign trade 
IS steadily dimimshing^. 

While commerce was taking on its modern shap^, the costs 
and risks of transport, especially inland, were so great that a 
merchant would pay a considerable percentage for a bill on a 
town a hundred miles off, whenever that was required m order 
to free him from the necessity of sending com, and quotations 
were regulaily made of the prices to be paid for such bills. The 
aggregate amount which people wished to remit m the one 
direction or the other, and the local exchange rates for these 
inland bills, were for many merchants more important than the 
foreign exchange rates 

The charges made for the transmission of command over money 
from one part of England to another are now commonly merged 
in the general charges for banking accommodation no special 
rate of exchange between them is pubhcly quoted. But even 


^ The following quotation from an experienced banker in 1842 may serve 
to snow of how recent growth is the Englishman’s confidence in bank notes 
‘‘When the origin of bills is bona fide and legitimate, I place them, with the 
security of the drawer, acceptor, and perhaps twenty endorsements on the 
back, m the first class of our currency, before notes, and next in rank only to 
gold I know no purpose of money, except wages, to v hich bills are not apphcable 
in the provinces throughout tins Kmgdom, though not seen m London m makmg 
payments,” J W. Bosanquet, Metallic, etc , Currency, p 91. See also Lewis 
Lloyd’s evidence before the House of Lords’ Committee on the Resumption of 
Cash Payments, IS 19 

2 Thus Hams, whose work On Money and Coins, 1757, contains an acute 
study of the foreign exchanges (though less profound than that m Hume’s Essay 
of 1753) begins by quotmg a careful description of the exchanges between London 
and Norwich from the British Merchant, 1721, the great opponent of trade with 
France The attack was based on the ground, abandoned as inadequate 
by the more enhghtened Mercantilists, that she sold much to ^England and 
bought httle in return the brilliant CantiUon in like manner commences his 
studv of the exchanges, 1755, with a full account of those between Paris and 
Chalons 
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to-day, and in countries whose monetary traffic is as IngHy 
organized as m Germany and tW United States, the rates of 
exchange are quoted between distant towns, as, e.g. Hamburg 
and Frankfort, 'or New York and Chicago: in more backward 
countries a charge is generally made for transmitting command 
over money even for short distances. But so great a part 
of the financial business between western countries now passes 
through their commercial capitals, that it is customary to 
speak of the exchange between any two of the'm as a single 
unit — a strong testimony to the consolidation of economic 
nationality. 

The primary function of a hill of exchange has just been illus- 
trated by the economy which might enable two merchants in 
Norwich and two m London to settle their obligations by transfers 
of money m London and in Norwich, thus obviating the necessity 
for sending money backwards and forwards between the two 
places: the exchanges, when fully developed, effect similar 
economies in settlements between nations. If England has large 
payments to make to America, which has large payments to make 
to China, which has large payments to make to England, England 
IS hkely to discharge part of her obhgations to America by bills 
on China: and if she does this her merchants will compete for 
bills on China, and the exchange with China will tend to become 
unfavourable to her, though the balance of trade is favourable. 

This seems obvious now: but Adam Smith and many of his 
predecessors were forced to spend great pains m arguing it against 
the narrower sections of the Mercantilists. 

These ''roundabout” operations are among the chief economies 
effected by the exchanges. Thus, America has httle relative 
advantage in the production of goods for which there is much 
demand in Asia: but she is a large consumer of Asiatic goods, and 
she exports very large quantities of agricultural produce to Britain 
and other European countries. Were it not for roundabout settle- 
ments by bills and other instruments of the world’s market, she 
would need to remit vast quantities of gold and"* silver to Asia, 
which would come back to her in the course of time through Europe. 

As it is, thq whole of the country’s imports (visible and invisible) 
from the world at large are set against the whole of her exportB 
(visible and invisible) to the world at large; and that part of the 
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III, V, 2. total adjustment which is relegated to imports and exports of the 
precious metals is relatively small. 

2. Limits of variation of the exchanges hetmeen countries 
tehose ciirreneies are based on gold. 

At the present time (1922) the international market for gold 
has only a slight and indirect connection with national levels of 
general prices, because paper currencies have — for the time at 
{east — superseded gold currencies. But problems of the exchanges 
between countries, whose currencies are based on gold, have a 
permanent scientific interest. It is to be hoped that ere long they 
will have a direct bearing on ordinary practice for long-period 
contracts expressed in terms of a standard, which is liable to be 
altered by any gieat change m the economic or pohtical conditions 
of the country concerned, belong to the province of speculation 
rather than of sohd busmess. And though, as was mdicated above 
(Book I, Chap, iv, § 6), an inconvertible paper currency may be 
80 adjusted as to set a better standard of value for the country 
concerned, than that which can be set by a gold (or silver) standard ; 
yet the time is apparently not near when such artificial standards 
can be of service m mternational trade. 

Let us then follow the workings of the exchange between two 
neighbouring countries, France and Belgium, at a time when the 
standard of the currency of each country was set by gold twenty- 
, franc pieces. We may, for the present, suppose them to trade only 
with one another, and neglect the fact that gold cannot generally 
be obtained for exportation without paying a premium for it. 
If then the claims for immediate payment held in Belgium on 
France, on account of goods sold, money borrowed, remittances 
due, etc., were equal to the total claims held in France against 
Belgium; then those who had claims to sell on Belgium TOuld 
just balance those who needed to buy claims. A bill on Belgium 
for fr. 1000 drawn in France would sell for ir. 1000 (allowance 
being made for discount for the time it had to run) ; and so would 
a bill for fr. 1000 drawn in Belgium on France. Exchanges would 
be at far. 

But if the claims held by France against Belgium ^ere greater 
I in the aggregate than those held by Belgium against France, the 
f holders of the former would not easily find purchasers; and a 
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Frencli bill on Belgium for fr. lOQO would, after allowing for in,?, 2 . 
discount for tbe time it bad yet to run, sell for less than fr, 1000; 
while bills drawn the other way being scarce, would sell for a 
premium, that is, for more than fr. 1000, after allowing discount 
in bke manner. 

This state of the Exchanges is conwentionally described as 
Favourable to France and Unfavourable to Belgium. But really 
it is favourable to those who bring goods to France -from Belgium, ' 
whether they are French import merchants or Belgian export 
merchants; and it is unfavourable to all who send goods in the 
opposite direction. One of the goods, which may be sent, is gold; 
and if the exchanges become so unfavourable to Belgium that a 
bill for fr. 1000 on France in Belgium sells m Belgium at a discount 
greater than the cost of sending fr. 1000 worth of gold to France , 
(allowance being made for insurance and interest), then the point 
has been reached at which it pays to send gold from Belgium to 
France; or, as is said, the Exchanges have reached a Gold-point 
If, on the other hand, they had become increasingly Favourable 
to Belgium, and therefore Unfavourable to France, the other 
Gold‘point would have been reached; that is, the point at which 
gold would begin to flow from France to Belgium^. 

The exchanges between Britain and Austraha are in some 
respects simpler even than those between France and Belgium. 

For not only are sovereigns corned in either legal tender in the 
other, but in both countries any amount of them, that may be 
desired for exportation, can be instantly obtained in ordinary 
conditions of the money-market, whereas, m many European 
countries, difficulties of various kinds are put in the way of 
obtaining gold for exportation. But as Austraha produces much 

1 All countries use the term “Favourable Exchange” m the same sense. But 
a “nse” of a foreign Exchange is Favourable or Unfavourable to a country, 
accordmg as the terms of the exchange are so quoted as to state the foreign 
“uncertain” price of a “certam” fixed sum of her currency; or her uncertain 
price for a fixed sum of foreign currency. England follows the former nx regard 
to nearly all countries. Thus the London exchange on Pans, for instance, is 
quoted at the price of £1 m French money, the figures givecb are those of the 
francs and centimes equivalent to £1, the £1 being taken for granted and not 
specified. On the other hand, the number mentioned in the quotation of the 
exchange on Calcutta is the number of pence and farthings that have to be 
given for a biM for a rupee. A nse of the French exchanges is therefore Favour- 
able to England, that of India is Unfavourable The account of this given by 
Harris resembles closely in form and substance that given m modem books on 
the Foreign Exchanges. • 
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2 gold, a Dill on Britain 13 geneyally -crorth more tliaii tLe go!d wincli 
it represents after allowing discount for tne time it lias to nm, 
by the cost of transport to Britain m other words the exchanges 
are favourable to England up to aLo at the gold-point. 

A further complexity is introduced into the exchanges between 
countries Tvhich have dijdeient currencies, even if they are both 
based on gold, especially if either of them levies a seignorage. A 
twenty-mark apiece, for instance, under normal conditions must 
be worth gold of equal weight and fineness with it, together with 
the small seignorage charged on it, for othervnse gold would not 
be taken to the mint to be corned But if, in ordinary conditions 
of the money market, gold has to be sent from Germany to Britain 
and there remains no bullion available, the gold coins on arrival 
will be treated at the British mint as mere bullion, (though it is 
true that financial houses will in such cases often buy the imported 
coins at a little more than their bulhon value, vnth. a view to the 
chance that it may not be necessary to melt them down at all). 
At such times therefore, Germany may be unable to discharge a 
debt for £1000, without sending as many twenty-mark pieces as 
will contain as much gold as there is in £1000. That is, a bill for 
£1000 on Britain can be bought in Germany (neglecting discount) 
only for marks weighing as much as the £1000, together with cost 
of transport. 

When the Exchanges swing to the opposite extreme: when 
German currency is relatively scarce, and gold is going to the 
German mint; then a bill for £1000 on England can be bought m 
Germany for gold which weighs as much as £1000 minus carriage 
to Germany and this gold can be got for twenty-mark pieces 
which fall short of it m weight by the amount of the seignorage. 
That IS to say, the extreme limits of the fluctuations of the 
Exchanges between England and Germany are the double cost 
of transport together with the seignorage charged in Germany. 
And of course the hmit of fluctuation between Germany and 
France, where also a seignorage is charged, is the double cost of 
transport together with the sum of the two seignorages But even 
this hmit can be exceeded in disturbed times, such as the breaking 
out of war; or when the currency of either country is debased or 
mutilated. This last case points towards the exchanges between 
countries whose standard mongy is made of different materials, 
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gold, silver or paper: but we need EK>t stay to discuss sucb cases m, f, 3 
beie^. 

Tbe difficulties, wMcb we liave so far considered, relate only 
to countries whose currencies are all based on gold. A generation 
ago there was a great deal of trade between such countries and 
those whose currencies were based on silver; or consisted of paper 
notes which were nominally based on silver but were reaUy in- 
convertible. But now such trade is a comparativtly small part 
of the whole; and the problems connected with it are relegated 
to Appendix G. 

B. The part pkujed hy variations in the rate of dkcount 
charged in a country's money market in maintaining the 
equilihriiim of her commercial ohligations- 

So far we have considered bills of exchange as short that is, 
as drawn for payment either immediately, or after so short a time 
that the rate of discount on deferred claims at the time of drawing * 

^ This assumes that there are adequate facilities for obtaining large quantities 
of gold com for exportation m each country But, in fact, this is not always the 
case; and when not, the elective gold-pomts may be appreciably higher, and 
the difference between the extreme Imea of the Exchanges may be considerably 
greater than mdicated m the text. 

Further, when corns have to be exported, they may be found to be of less 
than full weight, and then the exchange may further vary by the average 
deficiency m weight, not mdeed of the corns m circulation, but of those which 
are least deficient, and which are therefore carefully selected for exportation. 

Enghsh sovereigns are generally of full weight, though half-sovereigns are often 
allowed to be worn down. Nominally, no seignorage is charged m England. But, 
m fact, the mintage operations cause a delay, the eqmvalent of which would bo 
a seignorage of rather less than a half-penny m the pound. 

When coins were in a poor condition the exchanger had a troublesome task. 

Hams tells us that: “Those who have made the proper experiments, find that 
most of the foreign mmts are very inaccurate, and this makes it difficult to 
ascertain what are the precise values in respect of one another of the legal 
monies of different countries ...What the merchant must regard is the amount 
in bullion of what he usually receives in consideration of a given sum of money. 

If the balance from any country be usually remitted m corns, and those corns 
be worn or otherwise imuushed below the legal standard,... the exchange will 
in appearance be agamst that country when really it is even.** This is no doubt 
a cause of the very high exchange charges often recorded, e ^ by Cantillon, 
which were much above the costs and insurance needed for moving gold, high 
as those were. And Adam Smith’s famous Digression to show how an order 
for “bank-money** on the Bank of Amsterdam, was maintamed effectively a 
little above the full value of the bullion which it represented, was motived by 
the desire to ^plain how “before the reformation of the [Enghsh] silver coin 
in King William’s time exchange between England and Holland computed m 
the usual maimer was five and twenty per cent, agamst England” though “the 
real exchange may have been in favour ci England.” 


10—2 
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III, T, 3 IS of little importance. But bow we have to take account of the 
influence on the course of international trade exerted by changes 
in the rates of discount deducted upon three months’" and other 
** long ” bills . this also tends to read] ust the machmery of commerce 
to changed conditions; and it helps to bring about a new position 
of eqmhbrium, which in some cases is merely temporary, and in 
others is more or less permanent. 

The value oi a bill depends partly on the credit of those whose 
names it bears, and the “discount, deducted on bills of question- 
able security, often contains a large element of insurance against 
risk. But this matter does not specially interest us now: and we 
may suppose the values of first class bills to govern these of others, 
the necessary element of insurance being counted separately. 

When the rate of discount on a first class bill is high m any 
country, those, who make advances on it, gain the benefit of the 
high rates, or at least a part of the benefit: and, therefore, if the 
credit of the country is sound, foreigners will lend to it for the 
time as much as they conveniently can, and will borrow httle 
from it. If they have prompt claims against it, they will gladly 
exchange these for deferred claims with interest added at a high 
rate, and they will purchase deferred claims on it in every con- 
vement way. If, for instance, the rate is higher in Paris than m 
London, loans will tend to flow from London to Paris. Londoners 
who have claims for “money” in Pans, that is the ready command 
over capital there, will let it stay there for a time, to earn the 
relatively high interest which is just then to he got there. And 
Parisians who have claims for money in London, i.e, the ready 
command over capital there, willjiring it home for use: they may 
discharge their own obligations with it and so escape paying a high 
rate of interest, or they may lend it out and so earn a high rate. 
Meanwhile Belgians, Germans and others, if they want to draw 
^ any “money” home will brmg it from London rather than Pans; 
, if they want to lend money out, they will send it to Paris rather 
than London. These changes may be made in many different ways ; 
but, however they are made, the ultimate effect will be the same. 
A little more ready command over the world’s capital will be 
stocked at Paris for the time, and a httle less at London than 
would otherwise have been the case. Paris therefore will be to 
some extent relieved from theioiecessity of making prompt pay- 
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ments abroad. Her immediate obligation to make payment to in, ?, 4 . 
other countries will be lessened, and the exchange will become 
more favourablQ to her. 

Again, when an increased demand for foreign goods or any other 
cause makes the exchanges unfavourable to that country; that is, 
when it causes bills on foreign countries to be sold at a higher 
rate than usual, its merchants tend to be in increasing need of 
loans; and this tends to raise the rate of discount. ^This tendency 
may be strong, if there is any fear that gold will be drawn out of 
the country, and that in consequence bankers and other money 
dealers will restrict their credit. Meanwhile, the accompanying 
fall m the price of bills on that country, caused partly by the fall 
in the rate of exchange on it, and partly by the rise in the rate 
of discount m it, will tempt foreigners to buy and hold bills on 
it: this will ease the money market and check the rise in the rate 
of discount in that country. Thus there is a constant interaction 
between the rate of discount prevaihng m a country and her ' 
foreign exchanges. 

A sufficiently high rate of discount, if maintained steadily, thus 
brings gold into the country , and the influx of gold inclines bankers 
to enlarge their loans. Perhaps httle or none of the new gold may 
go at once into currency, but the substitutes for currency are 
increased: and prices will be restrained from falling, even if they 
are not set on a rise. 

4. The parts played inmodern adjustments of internationa! 
commercial obligations by the drafts of exchange banks, and 
by telegraphic and other stock exchange operations. 

Nearly everything that has been said so far might have been 
said, and indeed most of it was said, a century or more ago. But 
a little may be added as to the changes in techmque caused by 
modern uses of steam and electricity, and by the ever growing 
volume and rapidity of commercial transactions. 

Money and fairs enabled the primitive man, having a horse to 
spare and wanting a canoe, to sell the horse and' buy the canoe 
without waiting for “the double coincidence’’ of finding another 
who was in want of a horse and had a canoe to spare. Presently 
bills of exchange enabled a merchant to specialize on the export 
trade m, say, cutlery or cloth, wil^out needing to become an adept 
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in the wine or the sHk or the ^ee that would iilnniatelj be brouqht 
back in exchange for it Later on the roundabout exchanges 
enabled merchants of any country collectirely tp buy from any 
other country much mere than they sold to her, without incurring 
the expense of sending bullion to pay for it, because they could 
send to her bills on some third country to which they sold much. 
Andnow the modern organization and unification, firstly of national 
money markets and secondly of the international money market, 
enable anyone to deal anywhere m things which can be bought 
or sold at a puce that suits him, with the knowledge that the 
necessary payments can be made quickly, certainly and without 
any considerable cost or trouble to him. 

Some banks and other financial houses in the commercial centre 
cf every great country, devote their energies largely or wholly 
to handhng payments to and from foreign countries, or some group 
of them, in the old or new world They are not indeed able on their 
own responsibJity to buy bills and other commercial paper with 
perfect safety from all classes of producers and other traders, even 
m the countries with which they are in touch* for the affairs of 
some of these traders need special and wary study. Therefore 
such a trader commonly discounts his bills at a relatively high rate 
to a broker, who gives his whole thought to the material and 
personal details of that particular market m which that trader 
moves and the broker re-discounts them, after endorsement, at 
a bank or other financial house which does a more general business. 
But, directly and indirectly, the "‘Exchange banks” (as they are 
frequently called) become the centres, to which promises, in one 
form or another to pay great masses of the currency of particular 
foreign countries converge. They can therefore sell an order on 
such a country for any reasonable sum easily and instantly, Eor 
many years they did this chiefly in the form of drafts on their 
correspondents (perhaps branches of their own) m appropriate 
foreign marts , and these drafts encroached so much on the business 
of international remittance as to reduce commercial bills to a 
secondary position More recently these drafts are themselves 
being in a great measure pushed out by telegraphic orders. 

Meanwhile a new influence has arisen to cooperate with the 
Exchanges m the speedy adjustment of international relations, 
especially m regard to loans and^the prompt supply of command 
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over capital What are now called stock exchange securities did iii, t, a 
indeed begin to take their place alongside of bills, in some of the 
chief trading centres of the Continent more than three centimes 
ago: and early in the eighteenth century they became prominent 
m England, But recently there has been a great multiplication 
of ‘'mtemational securities’’; that is, securities for which there 
is a good market m several countries. Every mternational borrow- 
ing, whether on public or private account, gives the borrowing 
nation a claim on the other for the amount of th!fe loan; and, in 
return, every coupon or bond, when it becomes due, acts as a claim 
against the borrowing country, just in the same way as a trade bill 
of like amount payable at the same date. International money 
dealers buy up and sell again all such claims or the proceeds of 
them; such business falls more and more into the hands of large 
discount firms and mternational banks; who draw on their corre- 
* spondents, by letter or by telegram, drafts on behalf of anyone 
who may wish to have the means of making a payment abroad. 

This is an additional route by which, m case of need, importers 
can indirectly pay for their purchases, and exporters can receive 
pajunent. 

Thus the world money market has become an agency, at once 
firmly unified and highly specialized. It is unified, m that the 
different parts of it are so closely connected that claims of any, 
one kind can be used indirectly to balance claims of any other:: 
and it is specialized, in that different financial houses give them- 
selves to dealing in particular classes of international drafts, bills 
and other claims. A house that holds an excess of claims of what- 
ever kind m a foreign country will, m one way or another, dispose 
of drafts on that country to persons who have payments to make 
there. Trade bills and financial bills, coupons and telegraphic 
transfers, are all ultimately interchangeable, and the whole of the 
claims on the one side are set off against those on the other. If 
the two sets are exactly equal, there is equilibrium: if not, there 
must be further movement. 

Thus, the machinery of the foreign exchanges, supplemented 
by telegraphic and other stock exchange transactions, enables 
debts, owing from one country to another, to be transferred to a 
third, so easily and quickly that there is nothing to be gained by 
a close balancing of accounts between any two countries: the trade - 



IXrERXATIONAL EXCHANGES 


5 of each Tnth the ^oild is a coherent T7hoIe The trade of each with 
anv single other country may indeed profitably be studied from 
many points of view, and especially in order to discover which of 
the two is the stronger in those industries which make for leader- 
ship. hiz not from the pomt of view of the balance of trade. 

5. >SVj loiig as national currencies are ejectivel}/ based on 
gold, the irholesaJe pi ice of each commodity tends to equality 
evenjirliere ; jyi^oridtd alloicance is made for costs of carriage^ 
etc.; for frontier taxes; and. for mint charges on the coinage 
of gold 

Insufficient attention was paid to the matters now to be dis- 
cussed, t-11 the emgencies of England s great war with France caused 
British currency to consist of inconvertible notes This led to 
careful studies of currency problems, which continued during two 
decades, and left but little of first rate importance to be done by 
later generations 

In particular, Ricardo and others insisted that so long as a 
country s mint is kept open to all who choose to bring gold to it 
to be made into standard coins, the value of those coins will 
adhere closely to the cost of obtaimng the gold, together with the 
mint charge. They agreed that an undischarged balance of obhga- 
tions IS only one of many causes which may tend to increase a 
country s exportations rather than her importations and that the 
question, whether the precious metals are sent, rather than other 
things, to discharge a balance of obligations, is decided simply 
by the relative values of the precious metal and other things m 
the different countries concerned. Account is of course to be taken 
of the fact that the exportation of a given amount of value is 
generally more easy and less costly when embodied in the precious 
metals than in ordinary commodities 

It was recogmzed that the uses of gold and silver in each country 
are not those of ordinary commodities, and that, m modern 
phrase, the “ elasticity of the demand” for it is altogether peculiar^. 
But none the less they urged that everything which is in the hands 
of alert business men, whether as owners or agents for others; 
and which is held by them for business purposes, is hkely to move 
cjuickly from its present place to any other, if the terms on which 
^ See above, I, iv, § 1 and Appendix C. 
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it can be marketed there are so iqficli better than those which iii, t, a. 
can be obtamed where it is, as to cover with a profit all the trouble, 
expenses and risks of transmission, including of course any import 
or export duties that may be levied on the way. 

Let ns puisne their argument a little further, taking account of 
the growth of a great international market for stock exchange 
securities; which are as much more portable relatively to their 
value than gold is, as gold is more portable than cheap bulky 
goods of value equal to it. Let us then suppose that the people 
of any country are desirous of obtaining command of ready pur- 
chasing power abroad, because their imports of some things have 
been very heavy; or because some of their wonted exports have 
not been in good demand abroad, or because they want to pay 
off some old debts; or because they have bought foreign securities, 
new or old, and must pay for them; or for any other reason. These 
are the conditions which put command over foreign currencies at 
a premium relatively to the home currency; and, in the language 
of the Money Market make the Exchanges Unfavourable to her. 

If these conditions are continued long enough, the value of gold, 
as a means of purchasing foreign commodities by being exported 
m exchange for them, will rise so much that it will be profitably 
exported for the purpose and this, even though the country, 
having no gold mines, imports gold on the balance under ordinary 
circumstances. But under these conditions merchants are hkely 
to look around them, and see whether there is not some other thing 
which the country does not produce herself, and therefore does 
not habitually export; but which could under the circumstances 
be marketed profitably abroad. Britam, for instance, imports on 
the balance both lead and Egyptian bonds: but if her merchants 
were.m more urgent need of command over purchasing power in 
France or elsewhere, the value of lead or Egyptian bonds might : 
have fallen in London relatively to either the French goods which 
they wanted to purchase, or to the French currency which they 
had to provide in order to discharge their debts in France. In 
that case better business might be done by sending to Pans lead 
or Egyptian bonds, than by sending more coal or other thmgs 
which are commonly exported from Britain to France; or even 
by sending gold: and then it might reasonably be said that the 
exporters ‘‘lead-poinf’ or ‘*E^jqptian bond-point'’ had been 
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III, ¥,5 reached, before the gold-pomt bad been reached, because the 
diCerenee between the excess of the amoimt of gold or other 
commodities, which a merchant would obtain m France for lead 
or for Egyptian bonds, over what he would obtain for lead or 
Egyptian bonds in England, is snch that it is worth his while to 
export lead or Egyptian bonds. 
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GENERAL RELATIONS OP BE^^Lm) AND SUPPLY 
IN INTERNATIONAL TRADE 

1. Introduetory\ m, ti, i 

A small force will cause movement where there is kttle resistance 
to it. There is generally but little resistance to movements of 
capital, and of labour from one occupation to another in the same 
neighbourhood; provided the resources and faculties required for 
the two are similar. As a rule the change is easy, if it makes no 
new demand on faculty, and causes no rupture of the social 
amenities of life. The son need not follow the occupation of the 
father : the lapse of a single generation is therefore amply sufficient 
for a large drift of labour from one industry to another in the same 
city, and even in the same industrial district. There are indeed 
still some occupations, entrance to which is in effect confined to 
the sons of those already in it. But, speakmg generally, the son 
of an English artisan, who prefers an occupation different from 
that of his father, can obtain admittance to it, provided he is 
sufficiently alert: his father must of course supplement the small 
payments which his work is worth, while he is developing the skill 
and aptitudes required of an adult artisan^. 

Thus a part of the basis of the study of international trade lies 
in considerations which extend beyond the special province of 
economic studies; for they are largely concerned with sentiment: 
sentiments are not always firmly based on reason: but economic 
reasonmgs, which ignore them, are hkely to mislead. For our 
present purposes, the chief differences in character between inter- 
national trade and trade among different places in the same 
^‘'country” — that is, the same self-controlled economic area — are 
based on two allied considerations. The first is that labour andi 
capital migrate, between different parts of the sarqe country, more | 
easily and freely than they do between different countries. The j 
second is that every part of a country is called upon to contribute j :* 

^ Appendix H, attached to tins chapter, discusses divergencies of relative 
values from relative costs m mtemationai trade. 

® See above, Introduction, § 4. 
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to tiie expenses of its centr^ Government, wMcli are mcnrred. 
for defence against external enemies, as well as for internal 
administration in regard to order, education, kealtli and some 
social amemties. 

The necessities of internal administration require a clear defi- 
nition and a firm control of a country’s frontiers* and this control 
can conveniently be applied to taking record of all goods that 
cross its frontiers, and drawing revenue from taxes on appropriate 
things. Thus political considerations supply material, which can 
be turned to account in registering some important features of 
the economic development of a country; in forming a judgment 
as to its trade relations with other countries, and m adjusting its 
fiscal policy to its faculties and its needs. 

2. Though money affords a fairly good measure of the 
relative real costs of things made in the same country; it does 
not afford a means of comparison of the real costs of goods 
made in places^ hetiveen which there is not a large and free 
drcxdation of labour and capital. 

It is reasonable to assume that a cargo for which a merchant 
paid £100,000 in a country, where prices are reckoned in pounds 
sterhng, is the product of about half as great a real cost to that 
country of her labour and the use of her capital, as another cargo 
of a difierent sort for which twice that sum was paid. And 
similarly, a cargo bought for 1,000,000 yens m a country which 
uses yens as money, may be reasonably supposed to be the product 
of half as great a real cost to that country of her labour and the 
use of her capital as another for which twice that sum was paid. 
But, since we are not supposing that labour and capital circulate 
as freely between the two countries as they do within either of 
them, we cannot say anything as to the comparative real costs 
' of the £100,000 cargo and the 1,000,000 yen cargo, even if we 
know that one is exchanged for the other. 

If the pound and the yen were merely local currencies, not 
connected with One another in any way, such a comparison would 
perhaps not be hkely to be made. But, if it were known that the 
pound and the yen were made of gold, the pound containing (say) 
ten times as much as the yen, there might be some temptation 
to suppose that the two cargoes e:^hanged for one another because 
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tliey represented equal costs; it hemg implied that these costs were m* s-’* 
real costs. In fact, however, equal gold costs m different countries 
have no general tendency to represent equal real costs m both. 

Thus, a great increase in the demand of the second country for 
the goods of the first would make it profitable to send gold yens, 
or gold in some other form, from the second country to the first. 

This flow of gold would continue until there was no longer any 
profit in it, that is, until a kilogram of gold in eithei; country would 
buy goods, which (after allowing for costs of transport, etc.) could 
be sold for about a kilogram of gold in the other. Then a £100,000 
cargo would again exchange for a 1,000,000 yen cargo, and, if 
we looked .only at prices, the terms of trade would appear to be 
unchanged. But m fact the £100,000 cargo would represent less 
real cost in the first country than before, the 1,000,000 yen cargo 
would represent more real cost in the second country than before; 
and the first country would get goods, that represented (say) a 
fifth as much again of real cost in the second country, for goods 
that were of a given real cost to herself. Thus money, even when 
firmly based on gold, does not afford a good measure of inter- 
national values, and it does not help to explain the changes in 
those values, which are caused by broad variations in international 
demand : but on the contrary it disguises and conceals them. For 
it measures changes in values by standards which are autmiatically 
modified hy the very mnaUons in international demand, the effects of 
which are to be measured. 

The unsmtability of gold as a measure of value in international 
trade, arises mainly from the fact that gold is itself moved freely 
from one country to another by the direct action of trade: while 
the supphes of labour and capital cannot move with equal freedom. , 

To avoid this difficulty Mill took a yard of cloth as repre- 
sentative of the products of one country and a yard of linen as 
representative of the products of the other. But it seems better 
to suppose either country to make up her exports into repre- 
sentative ‘‘bales” ; that is, bales each of which represents umform 
aggregate investments of her labour (of various ijualities) and of 
her capital. 
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in, v:, 3 3. Theprohlem of the tra4o between two countries^ supposed 

to be isolated from the rest of the toorUL 

Eicardo approaclied the complex problem of world trade by 
way of the relatively simple problem of the exclusive trade between 
two countries: we may well follow on his lines. We may suppose 
two countries, E and G, to trade exclusively with one another, 
no credit being given on either side ; and that the balance of imports 

. and exports is^ot disturbed by foreign investments of capital, or 

by absenteeism, etc. We may suppose that each country bears 
the expense of dehvering her exports at the other’s frontier; and 
that their values are reckoned on this basis. Or, we may suppose 
that the conduct of the trade is equally divided between the 
merchants of the two countries. Either of these suppositions 
practically enables us to avoid all discussion of the costs of 
transport, we will adopt the latter course. We will suppose that 
the currency of each country has no value except in its own home: 
later on we will take account of the possibility that the currency 
of each country may have value in the other, and therefore may 
enter into the trade as an exportable commodity. 

Further, we will suppose every merchant to do an all-round 
trade; and to bring back the goods which are obtained in return 
for his exports, due allowance being of course made for the 
expenses of his trade. He draws no bills against his exports, and 
the difficulties of the foreign exchanges do not arise; they will 
come into discussion later. He, of course, makes his purchases 
carefully. Thus, if his basis is in E, he selects for exportation those 
of JS’s goods which he thinks can be marketed in G on the best 
terms, relatively to their cost to him when dehvered in G (costs 
and trouble of handlmg them being reckoned in) : and he lays out 
the money which he receives for them on those of (?’s products 
which he thinks he will be able to market to best advantage at 
home, after defraying the costs of carr 5 ring and handling them. He 
is primarily interested in a hmited number of classes of goods at 
home and abroad. He watches carefully lest any one class of goods, 
which he is in tlie habit of handling, should be exported or im- 
ported, by himself or others, in such quantities that it cannot be 
marketed on terms as favourable as he had anticipated. If that 
appears probable, he restricts his operations; unless he sees his 
way to substituting for it goods M some other class, either such 
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as lie kabitually kanclles, or suck as ke kas generally left to be iii, ti, 3. 
kandled by otkers. Of course ke is kabie to similar invasions of 
kis special territory . and tkus every all-round merckant, even 
tkougk kis own peculiar field of operations may be somewkat 
narrow, bears Ms skare in tke collective mterests of kis country’s 
trade as a wkole* and tke macHnery of tke foreign esckanges puts 
tke mere exporter or tke mere importer on nearly tke same footing 
as tke all-round merckant; except, of course, wken credit or 
currency is muck disturbed. Tkus, a broad view being taken, tke 
separate mterests of particular groups of producers and traders 
are seen to be in a great measure merged in tke collective interests 
of tke popMation as a wkole, regarded in tkeir two-fold aspect as 
producers and as consumers: and it is not unreasonable to speak 
of tke eqmlibrium of trade, in regard to imports as a wkole and 
exports as a wkole. 

On tkese suppositions tke trade between tke two countries is 
pure barter. All tkat an E merckant wants to know about G's 
markets, is tke quantity and quakty of ff*s goods wkick ke can 
buy net (i.e, after all necessary deductions), witk tke proceeds of 
tke cargoes tkat ke sends tkere. He wants to know wketker ff’s 
prices for tke tMngs, wkick ke kas to sell, are Hgk relatively to 
tke tMngs wMck ke looks to bring back from G: and, if tkey are, 
ke does not care wketker tke general level of prices tkere be Mgk 
or low, eitker absolutely or relatively to tkose in Ms own country* 

He does not even care wketker tkey are rising or falling, provided 
tkere is no appreciable change wMck elapses between tke com- 
pletion of Ms sales and tke settkng of Ms terms of purchase: for 
if ke receives for Ms cargo a bag of ff's currency, ivMck will give 
him a certain command over G\ goods, it does not matter to Mm 
what tke size of tke bag is. And, in kke manner, tke dealings of an 
all-round G merckant in market may be mere barter from Ms 
point of view, if ke invests all Ms net receipts in fresh purchases. 

In tke case of trade between individuals, tke one side commonly 
supplies pieces of metal or tkeir representatives, which give general; 
purchasing power, and demands specific commodities; while tke' 
other demands general purchasing power and supplies specific 
commodities: and tke practice of describing the first as bringing 
demand and tke other as bringing supply is usual, convenient 
and, in general, harmless. But ip. tke general trade between two 
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:ii, TI, 3 countries nfither can be spco^a^ly associated either with demand 
or w.rh supply. The d>_:nand cf each has its origin in the desires 
of her people to obtain certain goods from abroad* and her supply 
has Its origin in her facilities for producing things which the 
peonle of other countries desire But her demand is, in general, 
effective in causing trade, only m so far as it is backed by her 
supply of appropriate goods and ner supply is active, only m so 
far as she has a demand for foieign goodb 

Thus the demand of each stimulates the supply of the other: 
and the demand of each is made effective by its own supply. 
Consequently, while the problem of international trade has been 
correctly described as that of ' international demand,’’ it might 
have bten described as that of ‘'international supply.” This term 
may specially be appropriate when a new supply initiates an un- 
wanted demand as when the advent of a ship laden with European 
warts, in a quiet bay of Ameixca, set its inhabitants on the 
systematic production of things that could be exchanged for them. 
Changes in mternationai demand are perhaps the dominant in- 
fluences on international trade but supply creates demand almost 
as certainly as eneetive demand calls forth supply. The terms of 
international trade can properly be said to be governed by the 
relations of international demand but, with equal correctness they 
can be said to be governed by the relations of mternationai supply. 
It seems best to speak of them as governed by international de- 
mand and supply. 

J. S. hlili emphasized the fact that the ''law of International 
Values IS but an extension of the more general law of Value, which 
we called the Equation of Supply and Demand.” The value of 
a commodity always so adjusts itself as to bring the demand to 
the exact level of the supply. But all trade, either between nations 
or individuals, is an interchange of things those which either side 
IS prepared to part with constitute its means of purchase. Thus 
the supply brought by the one constitutes its demand for what is 
brought by the other* “supply and demand” is but another 
expression for '''reciprocal demand,” and to say that value will 
adjust itself so as to equabze demand with supply, is in fact to 
Bay that it will adjust itself so as to equalize the demand on the 
one Side with the demand on the other But Mill sometimes applies 
the abbreviated title “Equation^of International Demand” (the 
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word Supply being omitted) to this equalization; while the term in, vi, i 

reciprocal'’ is sometimes substituted {as by Torrens) for ‘'inter- 
national.” Some writers have however laid so much stress on the 
word “ demand ” in this phrase, as to imply that the problem of in- 
ternational trade is one of demand rather than supply • and this is a 
reason for emphasizing the interdependence of supply and demand. 

4 Numerical illustration of the demands of each of two 
countries tvhich trade together, for the goods of ike other: and 
the general dependence of the terms of trade on the relatim 
volumes and intensities of those demands. 

The possible relations of demand and value in the exclusive 
trade between two countries are most effectively represented by 
diagrams. But diagrams are not effectively assimilated by all 
readers; and they are therefore relegated to Appendix J. Numerical 
illustrations must suffice here. The numbers refer to representative 
units — for definiteness they may, as already stated, be called hales 
— of either country’s imports and exports. 

Proceeding on Eicardo’s lines, we may suppose that the 
following tables represent the amounts to which E and G would 
be severally willing to trade at various “terms of trade”; or, to 
use a phrase which is more appropriate m some connections, at 
various “rates of mterchange.” (The phrase “rate of exchange” 
is avoided; because it is already specialized, in connection with 
the Foreign Exchanges, to indicate the rate at which command 
over the currency of one country can be obtained in terms of the 
currency of another country.) 

These tables, which may be called and G’s “trading 
schedules,” embody the fact that, if G’s specialities generally 
were very scarce in E'% markets, they would be bought up at 
very high costs by wealthy persons who had an urgent desire 
for them. If their supply increased greatly some of them would 
need to attract other persons, who were less wealthy, or had a 
less urgent desire for them; and the purchasing power for which 
each hundred of them could be sold in E would fall considerably. 

If their quantities became very large, relatively to the population 
of E, they would have to he forced at still less advantageous rates 
to the importers: and at these low rates it might be possible to 
find a market m E for some other goods, for makmg which G had 

11 
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in, w 4 no very great difierential advantage, and wliicli Iiad not been 
exported previously. Wbeii most of (? s exports bad been brought 
down to prices within the range of the great mass of the population 
of E for ordinary consumption, the amount of them which could 
be marketed m E would be very large: and it would then increase 
considerably in response to even a very small further reduction 
in the cost at which they were to be obtained. (If a monopolistic 
company controlled the whole trade, everything would of course 
be different: but more of that later on.) 


Schedule of terms on which E %s Schedule of terms on which 
willing to trade G is willing to trade 


(1) 

( 2 ) 

A 

(3) 

(4) 

(5) 

Kumlser 
of E 
bUea 

f 

Xumber of G bales 
per hundred E bales 
at which E will 
part with those 
in{l) 

Total number 
of G bales for 
which E la will- 
ing to part with 
those in {!) 



f 

Number of G bales 
per hundred E 
bales at which Q 
will buy those 
ind) 

Total number 
of G bales 
which G is will- 
ing to give for 
those m (I) 

10,000 

10 

1,000 

230 

23,000 

20,000 

20 

4,000 

175 

35,000 

S 0,000 

30 

9,000 

143 

42,900 

40,000 

35 

14,000 

122 

48,800 

60,000 

40 

20.000 

108 

64,000 

60,000 

46 

27,600 

95 

67,000 

70,000 

65 

38,500 

86 

60,200 

80,000 

68 

54,400 

82 J 

66,000 

90,000 

78 

70,200 

78 

70,200 

100,000 

83 

83,000 

76 

76,000 

110,000 

86 

94,600 

74 J 

81,950 

120,000 

884 

106,200 

73 i 

88,600 


[The import of such figures is perhaps best grasped by aid of 
diagrams which are supphed in Appendix J, § 1.] 

The schedules indicate that if 1000 G bales were offered in E 
markets they could be disposed of at the rate of 10 for each 100 
E bales: at that rate, E would be willing to trade to the extent 
of exporting 10,000 of her bales- or, which is the same thing, to 
the extent of importing 1000 G bales, but a rate more favourable 
to her would be required to induce her to extend the scope of 
her trade. At the rate of 20 G bales for 100 of her own, she would 
be willing to trade to the extent of importing 4000 bales and 
exporting 20,000: and so on. Similarly, a small quantity of jB’s 
goods could meet with so eager a demand in G^’s market that 
10,000 E bales could be disposed of at the rate of 100 for 230 G 
bales: and so on. 
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Adding tipj we find that G gets fo3;70.200 of her bales a immber ill, ti, 5. 
of E bales for which it would have been w'orth her while to pay 
111 ,950 of her h^les if she had bought them gradually on a market 
rising against her. The net benefit of the trade to her therefore 
is 41,750 unit products of her labour and capital. 

The arrangement of the figures is rather less convenient for 
a similar calculation of the gain which E derives from the trade. 

But they indicate that it would be worth E^s while to give 150,931 
of her bales for tbe 70,200 G bales for which she "actually gives 
90,000 : so that her total net benefit by the trade is 60,931 unit 
products of her labour and capital. The aggregate gain to the world 
of the trade is thus 102,681 unit products of labour and capital. 

It is obvious that G'a net benefit from the trade would have 
been greater if (tbe equilibrium position of trade remaining as 
before) the rate of interchange, shown m column (4), at which 
she was wilhng to trade for very small amounts, had remained 
high throughout the greater part of the column; and had come 
down rapidly only just before the equihbrium level of trade had 
been reached. On the other hand, the direct net benefit would 
have been very small, if the first number in column (4) had been 
100 instead of 230, and the following numbers had descended 
gradually to 78 at the equilibrium point. 

5. A n increase in a country's demand for imports gemrally 
causes a more than proportionate increase in the quantity of 
her own goods which she must give in exchange Jor them. 

There is a good deal of inteiest, from a purely theoretical point 
of view^ in tracing the results which may follow from various 
possible arrangements of the figures in these schedules: but only 
one general group of arrangements has any considerable importance 
from a practical point of view. 

Ail others involve assumptions as to the nature of international 
trade which are not consistent with its ordinary nature ; though 
some traces of them are to be found under exceptional con- 
ditions. They appear to be a necessary part of tho broad problem 
which Ricardo and J. S. Mill proposed to themselves: but just 
at present we may leave them out of view. 

Under the actual conditions of trade in the modem world, it 
is generally trae that the greater the amount of imports, which j 
IS pushed on a country’s markets, the less (other things being 
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III, rt 5 equal) will be tbe value measijared m ber own goods, at wHcb each 
consignment of them can be marketed and the more favourable 
to her will be the terms of interchange consequen.i-Ij her schedule 
must show that every increase in the volume of her imports is 
accompanied by an improvement m her rate of interchange. 

Conditions may be conceived m which an increase in the 
volume of a country's imports may lower the terms at which they 
can be sold, so much that the aggregate price received for them 
is less than would have been obtained by a smaller volume of 
imports. But such conditions occur so rarely, if indeed they occur 
at all, that they may be left out of account here^. 

Under ordinary conditions (free competition being assumed), 
merchants will tend to push E's goods on G's markets up to the 
limit (or margin) at which no more than the common rate of 
profit is to be earned by the trade* and similarly, G's goods will 
be pushed on E's markets till any further increase would compel 
them to be sold on terms that would not yield good profits to the 
merchants. A httle trial and error"’ may be necessary if the 
trade is new* but when matters have settled down and experience 
has been gained, the amount of E's goods sent to G will be such 
that the terms on which G wiU accept them, will cause just that 
amount of ff s goods to be returned to E which E is wilhng to 
accept on those terms^. Let us suppose, in accordance with the 
particular figures chosen for our illustrative tables, that this 
point IS reached when 90,000 E bales are marketed in G at the 
rate of 100 E bales for the price of about 78 G bales (carriage, 
etc. paid), the 70,200 G bales finding a market m .S at the same 
rate, viz. about 78 G bales for 100 E bales. The trade is then m 
equihbrium. 

And the equihbrium is stable. For, if the trade shot past the 
equilibrium pomt and more than 90,000 E bales were ofiered in 
G^ they would so far glut the market that more than 100 of them 

^ The mtncate relations, to which they might conceivably give nse, cannot 
be easily handled without the aid of diagrams But the matter is of some interest , 
and it IS considered incidentally to a broader discussion m Appendix J 

* An examination of the figures in the tables, which claim to represent normal 
conditions of trade, will show that they imply that every increase of the figures 
m column (3) will be accompanied by an increase of those in column (2) ; and 
every increase of the figures m column (1) will be accompamed by a decrease of 
the figures in column (4) They imply also that every increase m column (3) must 
be accompanied by an increase in column (5) , and vice versd, 

r 
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would be needed to enable a mercbant to return 78 G bales to E: in, ¥i, s. 
and tbe E market would be so far glutted by a considerable excess 
of G bales aboTe*705200 that more than 78 of them would be needed 
to enable a merchant to return 100 E bales The trade would yield 
no profit, and perhaps show a loss* so it would shrink again till 
the equilibrium level had been reached: this proves that the 
equihbrmm is stable. Conditions of unstable equihbrium are 
theoretically conceivable, as will be argued m Appendix J. 

Before leaving this subject, a few words may be said as to the 
relation in which our imaginary schedules stand to the actual 
statistics which could be obtained in regard to the international 
trade of a world m which there were only two countries; each of 
them being in a highly advanced economic stage, but each lacking 
some important resources which existed m the other. If the terms 
of trade had been for a long while not very far from the present 
position, that is, if about 90,000 E bales (sometimes rather more 
and sometimes rather less) had been for a good many years 
exchanged for about 70,200 G bales; then a good deal of experience 
would have been gained as to the terms on which E and G re- 
spectively would be willing to participate in a small or even a 
considerable expansion of the trade, and the horizontal rows of 
figures, near to those which correspond to the existing equilibrium 
position, could be filled in with some rough approximation to 
accuracy on a statistical basis. But no such experience would 
be available in regard to the receptivity of either country for 
amounts of imports, either very much greater or very much less, 
than those of which there had been fairly recent experience: 
and therefore no approximation, however rough, could be made 
to a statistical basis for the figures at the top and the bottom of 
the schedules. 

Difficulties of this kind are of but little importance in regard 
to the practical apphcations of economics: for there is seldom 
much to be gamed from speculations as to the results of con- 
ditions far removed from those which have already been ex- 
perienced. On the other hand, speculation as to the results of 
conditions which have never been experienced has gone, and 
ought to go on cheerily: for it has often proved to be of 
service, if not in connection with the problems by which it was 
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set on foot, yet in others i«-laTmg to matters having no stroer- 
Scial resemhiance to those mth tv’mch it tvas connected in the 


first instance". 


* Tr - <L^'' "V - "13 t' rr ili tiie t^LoIc cf economics, on its analyt cal side 
For on■th^^s^ae n-.t Ja v c=c, f-'t -h. p„rx.oscs of iLustrat.on, that all 
reoi;:..tc data co-id ccrcrirli-y oe chta.:., d -sve ignore the fact tnat ex- 
T^r.^r'e tcroirs urL or ro (Lrcet Lett cn the tenns at iirica tne imports of a 
couPtr^, if -t V contracted m c jantit" cenia Le sold The espenence^oi 
ce’e’ 'rated t *"_'es tJ”s ns tna", if Taratt-r is very scarce a pint of it v-aii seU for 
Tiorr t^ar a nmC of str-'nc v»inc , becai^se it quenches tlnrst better, and that if 
no ftre i^'a! rcicre than a scarty ration of ordinarv meat, the price, m 
ord nirv times of man- noands of mt it may be obtamed lor a thing ’^^hich can 
be rr'rH', as « n i‘l d undesirable a? a common rat But no one can guess 
what v't dd the nru o of ieatl er, if the supplj of it remained for a considerable 


time at c- L Iredtn part of -ts normal le\ ei 

It is true t’lat c:md..nce as to the probable intensity cf demand tor some kmds 
of commo^IiviCF, if thev had become cither very scarce or very plentiful, can 
be ootamed, bv observing the o’*uinary demands oi the poorer classes for com- 
mod-tirs nrhich are too costly for their use save on rare occasions, and by the 
demand of tHe rich for commodities the cost of which is barely noticeable by 
them But even this method would be diiBcult of application to the intensity 
of the total demand of a country for her imports on the supposition that — her 
general economic conditions remaining unchanged — their volume is reduced to, 
sav, a twentieth part of its present amount Such a reduction has occurred 
occasionally in the extremities of 'war. but all economic relations have been up- 
set at tne same time bv the same cause , and the results, even if known accurately, 
\voidd be of little use ^ For all that we know to the contrary, a country’s demand 


mieht be of the ‘‘exceptional ’ order under those conditions: but our present 
study docs net claim to apply to those conditions 
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ELASTICITY OP A COLLSTTRY^S DEIIAXI) 

FOR IMPORTS 

1. Meaning of the term elasticity o/fiational demand/" ni, te, i, 

Ricardo, by a single effort, set up an explanation^of tbe causes 
that govern tbe broad courses of international trade. But be 
confined bis inquiries in tbe main to the case of exclusive trade 
between two countries E and (?. We may follow bis lead in tbe 
present chapter: and afterwards consider tbe extensions wHcb 
be knew that tbe business men, for wbom be chiefly wrote, would 
make for themselves, 

Tbe elasticity of a rubber band may be measured by tbe extent 
to which it is stretched by a given stress (the size of the band being 
known). So the elasticity of a country" $ demand for imports may be 
measured by the proportionate increase in those imports, irhich results 
from any movement in her favour of the terms on which she can 
obtain them. 

We start from the position that, when two countries trade 
exclusively with one another, each of them demands the goods 
of the other, and supphes her own, by one and the same act; 
and that, at all events when international credit is left out of 
account, neither side can be properly described as making a 
demand, or offering a supply, m any sense in which the other 
does not. The same is true of a country's total trade with the 
world, unified as that is now by world markets. The elasticity 
of her effective demand for foreign goods is governed not only 
by her wealth and the elasticity of the desires of her population 
for them, but also by her ability to adjust the supplies of her own 
goods of various kinds to the demands of foreign markets. 

This consideration was very important in early trade; when 
few goods would bear tbe expense of distant transport, and when 
each country bad to look to her immediate neighbour for the 
greater part of her trade. And even now, it is important in regard 
to the trade of those countries, whose exports owe more to special 
bounties of nature than to man’s energy. A country, whose resources 
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iiLthjS. for foreign trade are deriTC^ mainly from exceptional natural 
advantages^ may be unable to expand ber trade witbont accepting 
miicb less favourable terms to berseK: sbe may have already 
developed those resources nearly as far as they will reach; or 
her special products may be such as to command high prices 
abroad, only when supphed in limited quantities. 

2. Aitliougli the great demand of a large and rich country 
imports t^nds to mal:e the terms of her foreign trade ^in- 
favovralle to her: yet this tendency is opposed^ and often 
ovcrhovii^^ hy the lancty and orsourcefulness of her siiyply. 

There are great differences m character between the demand 
of a large country and a small one, an advanced country and a 
backward one, a country whose land is already cultivated in- 
tensely, and one whose difficulties lie rather m the transport than 
in the production of agricultural produce. For instance, a poor 
country can seldom afford to buy things from abroad, unless they 
are intensely serviceable: whereas a rich country buys many 
things which she could easily forego. Thus, the rich country has 
less real benefit from the trade than the poor one, for just the same 
reason that, when a rich man makes a fair exchange with a poor 
one, giving a thing that is worth a pound for another that is worth 
a pound, the real serviceableness to the rich man of what he 
receives is not likely to be nearly as great as the real serviceable- 
ness to the poor man of that which is exchanged for it, simply 
because the real serviceableness of each pound’s worth of pur- 
chasing power IS relatively small to the man who has many 
pounds. And again, the rich country can with little effort supply 
a poor country with implements for agriculture or the chase 
winch double the effectiveness of her labour, and which she could 
not make herself* while the rich country could without great 
trouble make for herself most of the things which she purchases 
from the poor nation: or at all events could get fairly good 
substitutes for them. A stoppage of the trade would therefore 
generally cause much more real loss to the poor than to the rich 
nation. 

The scope of Eicardo’s argument did not reqmre him to take 
account of such differences. But Mill pushed on further. After 
stating truly that *^the countries which carry on their trade on 
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the most advantageous terms are jrhose whose commodities are iii, th, 2. 
most m demand by foreign countries, and which have themselves 
the least demaiod for foreign commodities,” he continued: “From 
which, among other consequences, it foUows that the richest 
countries are those which ceteris paribus gain the least by a given 
amount of foreign commerce* since, having a greater demand for 
commodities generally, they are likely to have a greater demand 
foi foreign commodities, and thus modify the terms of interchange 
to their own disadvantage. Their aggregate gains by foreign trade, 
doubtless, are generally greater than those of poorer countries, 
since they carry on a greater amount of such trade, and gam the 
benefit of cheapness on a larger consumption: but their gam is 
less on each individual article consumed^.” 

This argument is valid, so far as it goes: but it is incomplete. 

It is of course true that the foreign trade of a small country is 
likely to be greater in proportion to her population than that of 
a large one, because she depends on foreign supplies for many 
things which a country with more various resources can produce 
for herself, and her demand for foreign goods is therefore very 
eager; while a large and rich country can attract foreign pur- 
chasers by a great variety of goods, mcludmg many choice 
specialities, the subtler diversities of which are not represented 
in ordinary tables of statistics 

But this argument of MilFs needs to be balanced by another 
which makes for the opposite conclusion. It is, that a great rich 
country has opportunities for pioneering new sorts of implements 
and machinery, and new sorts of comforts and luxuries of all kmds : 
she is likely to have highly organized transport and commercial 
relations with so many markets that she need not push any one 
variety of any product on a market which shows signs of being 
glutted with that variety. The trade of the rich country and of 
the poor is not with the other alone. It is with all the world; 
and the rich country has better opportumties for adapting her 
output to the receptivity of various markets than the poor one 
is likely to have. If an abstract England exported only cloth, 
and an abstract Germany exported only linen, the richer either 
of them became, the less no doubt would she gain by foreign trade. 

But the real England and Germany, as they have grown in riches, 

^ See lus Prine^les, m, xviii, 8. 
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riL TO 2 haTe found it more easy, aii<| not more difficult, to curtail par- 
ticular varieties of exports wMcii were in danger of glutting any 
foreign market; and to substitute goods wMch would meet witt 
a good and elastic demand somewhere or other. Before looking 
into that however, it will be well to develop Mill's proposition 
a httle further. 

Let us suppose a country G to be in trade with two countries 
E and E\ which are alike in all respects, except that E is ten times 
as large as E\ and with ten times as large a population : the natural 
and acquired resources of the two are to be similar m character: 
the resources of the average inhabitant and his desire for those 
things which neither country can produce for herself are to be 
equal m the two countries. Then the elasticity of demand of E 
for any given aggregate of imports will be the same as that of E' 
for a tenth part of that aggregate. But G will not be very greatly 
disturbed by variations in the demand of E\ so long as that of 
E IS elastic. 

This suggests some considerations, the importance of which 
will appear when we come to mquire into the incidence of 
Preferential duties; that is, of duties levied in full measure on 
the suppher of a thing which comes from one country or group 
of countries; but which are not levied, at all events in full measure, 
on the same thing when coming from other sources: (of course 
Protective duties, which are levied on certain imported goods, 
but not on similar goods produced at home, are a special form of 
Preferential duties). 

In aU such inquiries it is important to remember that the 
influence which a country exerts on the value of a thing does not 
depend only on the elasticity or degree of the responsiveness of 
her demand for it or of her supply of it. It would so depend, if 
all countries were equal in economic force; that is, in population, 
wealth, energy. But, as things are, it is not even approximately 
true. The influence which she exerts depends on the aggregate 
amount of her response to more favourable terms of interchange; 
that is, on the volume of her imports multiplied into elasticity 
’ of her demand. If E and E' were both in trade with G, the 
influence of E would be ten times as great as that of E\ because 
an equal elasticity would be multiphed into a volume of imports 
ten times as large. 
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3 . Emourcefuhms of supply ij one eaim of elustklty of 

demand. 

It is practically certain tliat the demands of each of Eicardo^s 
two countries for the goods m general of the other would hare 
considerable elasticity under modem industrial conditions, even if E 
and G were smgle countries whose sole trade was with one another. 

And if we take £ to be a large and rich commercial country, while 
G stands for all foreign countries, this certainty becomes absolute. 

For E IS quite sure to export a great many things which some at 
least of the other countries could forego without much incon- 
venience: and which would be promptly refused if offered by her 
only on terjns considerably less favourable to purchasers. And, 
on the other hand, E is quite sure to have exports which can find 
increased sales in some countries, at least, if she offers them on 
more favourable terms to purchasers. Therefore the world’s 
demand for E^s goods, which is practically unified by the machineiy 
of modern commerce and the modem money market, is sure to 
rise largely if E offers her goods generally on terms more advan- 
tageous to purchasers; and to shrink largely if E endeavours to 
insist on terms more favourable to herself. And E, on her part, 
is sure on the one hand to import many things from various parts 
of the world, which she can easily forego, if the terms on which 
they are sold are raised against her; and on the other to be capable 
of turning to fairly good use many things which are offered to 
her from various parts of the world, if they were offered on terms 
rather more favourable to her than at present. 

Also, those human resources of high energy and varied faculty, 
aided by a large supply of free capital, to which a great industrial 
country owes her prosperity, can be adapted and adjusted with 
comparative ease to a very large range of wants in various parts 
of the world: and, if she needs more imports, her demand for them 
can be quickly made effective by an increase of her exports, which 
wiU give her direct or indirect command over the things which 
she needs, without moving the terms of trade considerably against 
her. The fact that most of her products have to fun the gauntlet 
of close competition before they can be sold at all, indicates that 
there is probably a large volume of foreign demand, which she 
can master, if her own demand for foreign goods rises. And, if, 
on rhe other hand, the receptioi^ of her exports by foreign markets 
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III, TO, 4 should become less favourahile to her, she has generally no very 
great difficulty in turning a part of the resources, with which she 
had produced her exports, to good account in nooeting domestic 
demand for other products of hke character. 

Further, the demand of any one country for imports is as a rule 
small relatively to the world s supply of goods of the same class; 
and the world can nearly always follow changes in that demand 
rapidly and easily by a change in supply. There are indeed ex- 
ceptional cases, as when a war almost quenches for a time the 
demand of two or more great countries for some classes of goods, 
while increasing it for others: and a similar dislocation is apt to 
result from a sudden cessation of war. Again, the export industries 
of a large part of the world may be distressed by a collapse of 
the credit and mdustrial activity of a smgle very powerful 
country: or even by a violent change in her tariS system. But 
such influences are transient: and there are but few exceptions 
to the general rule that a great mdustrial country can easily 
adjust her exports to changes in the amount of imports which 
she desires to obtain from the rest of the world; and that the 
exports of the world to any particular country can even more 
easily be adjusted to changes in the willingness of the customers 
of that country to accept the terms on which she is wilhng to 
trade. 

Thus, the elasticity of effective international demand depends 
on the elasticity of wants, and on responsive adj ustments of supply : 
but yet the demand for imports by an energetic industrial country 
will generally be elastic. Also the world's demand for her goods 
will generally be elastic. 

4. Characteristics of the demands of some leading in- 
dusfrial countries for imported goods. 

The imports into New countries depend largely upon the credit 
in which they stand at the time with Old countries. If that is 
good, they import large quantities of railway material and other 
plant and, as they pay the wages of the workers on new under- 
takings largely out of the funds they have borrowed, their imports 
of goods for domestic consumption often mcrease at such times 
very rapidly. Their credit is governed partly by the prudence of 
the leaders of their finance; parijiy by mtemational movements 
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of credit; partly by opening out of new mineral resources; partly ill* m, 4. 
by tbe harvest of cereals and the supply of grass for stock, 
and partly by changes in their tariffs. As a general rule, their 
peoples are enterprising, eager for novelty, quick to adopt any 
new form of personal expenditure that may promise to yield large 
satisfaction m proportion to its cost, and quicker still to adopt 
any implement or machine the cost of which has fallen so as to 
make its use remunerative. That is, their demand for foreign goods 
is elastic. 

In Xew and Old countries alike, consumption and therefore 
imports are usually large in an ascending phase of general com- 
mercial credit; and, at the same time prices are high, and therefore 
the imports appear larger than they are. But a lending country, 
hke Britain, generally exports capital largely when credit is good, 
and her working and other classes are spending freely: while a 
• borrowing country is likely to swell her imports by goods obtained 
on credit, just when her imports would be largest and at the 
highest prices, even if she were not borrowing. 

Japan resembles New countries in that she is eager to adopt 
western methods that require a larger capital than she yet 
possesses. And though her people are poor, because what little 
raw produce they export has to be raised from a crowded land 
at a high real cost; yet they are so alert, so closely in touch with 
western thought, and so full of independent enterprise, that her 
manufactures for export are growing rapidly, to buy rice and 
cotton and such manufactures as she cannot with advantage 
provide for herseH; and the responsiveness of her demand to 
change in the terms on which they can be attained is very quick. 

India has not yet awakened to follow Japan’s example. Her 
cotton manufactures are indeed mainly in the hands of her own 
people. But her large exports of tea and jute owe much to western 
enterprise; and in spite of the denseness of her population, nearly 
all the remainder are raw products raised with but little aid from 
advanced appliances. Railway material holds a considerable place 
among her imports; but their chief characteristic is the pre- 
dominance of European luxuries for the consumption of her ruling 
classes, Native and European. A good many of the things, which 
she is importing in increasing quantities, could, however, be made 
easily by her own people, if thej aroused themselves. She pays 
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in, TO, 4 for them largely by tbe exportation of cotton. Jute, and tea; and 
tbe recent development of these three industries, has been a chief 
cause of that reduction in the real cost to her ef her increased 
demand for European goods, 

China and Russia resemble India in many respects: but high 
tarifis, and the difficulties connected with their internal traffic 
keep their trade rather smaller and probably rather less responsive 
. than hers. Fo^r the last two hundred years the vast riches of South 

America have been Just on the point of being fully exploited; and 
the disappointment of extravagant hopes with regard to them has 
played a great part in many commercial crises from which Britain 
and other western countries have sufiered. Anglo-Saxon, German 
and Italian energies are, however, gradually making their way 
against pohtical and other difficulties: the native population, 
though limp in character, are alert m mind; and, especially in 
their chief cities, the demand for western goods that are adapted 
to their wants and can be had at a low cost, is very elastic. There 
is scarcely any limit to their power of exporting goods of high 
value in the west, to pay for any imports which they really care 
to have. 

The external demand for the whole of a country’s exports is 
seldom very urgent, and is frequently very elastic; but several 
countries have a rather urgent demand for British coal. Britain 
might pay 80^, a quarter rather than forego any large quantity 
of her foreign supphes of wheat; while a price, permanently set 
even at 15s. a quarter, would not induce her to increase very largely 
her importation of it to be used as human food (though she might 
perhaps buy it at that price to be fed to cattle and for making 
alcohol for industrial use). But there is no case of a country whose 
demand for a large part of her imports is thus rigid : every country 
could give up a large part of her consumption of imported pro- 
ducts, without very great distress; and, on the other hand, she 
would greatly increase her consumption of foreign goods in general 
if they could be obtained at considerably lower real costs. 

If Britain could get her imports at less real cost, she would ere 
long take a greatly increased quantity of nearly all of them; 
except only those necessaries of life, of which even her poorer 
classes already consume almost as much as they need. Some of 
the new imports would displace ^imdar goods which she had made 



BEGEEES OF DEMmD OF A COCSTEY FOE HER BiPOEIS 175 

for kerself; and tiie increased clieafjaess of others would tempt iii,vn,4 
people to enlarged consumption of them, at the expense, perhaps, 
of very differenjs goods or services which she had previously pro- 
vided for herself. The resources which had been devoted to the 
home products and services, which were no longer demanded, 
would be turned to producing exports to pay for the increased 
imports. Such changes, if sudden and violent, would cause much 
suffering in particular home industries; but, in fact, they are 
generally gradual They seldom come about on a large scale nearly 
as quickly as do some of those revolutions in technique, which 
supersede special varieties of skilled work; and they are genemlhj 
met by a slackening of the flow of new labour and capital into 
an industry which is tending downwards. 

The elasticity of a country’s aggregate demand for foreign goods 
is compounded of the elasticities of her demands for various sorts 
of goods: account being taken of the time required for a tendency 
towards increased demand to effectuate itself. And, turning to 
the other side of the same issue, we have to resolve the aggregate 
ability of a country to provide increased supphes of goods that 
will be well marketable abroad, into the expansiveness and 
resourcefulness of her several export industries; and their power 
of applying themselves to working for the home instead of foreign 
markets, if occasion should arise. Here the element of time rises 
to the first rank. For a complete readjustment of supply to changed 
conditions cannot always be effected until time enough has elapsed 
to enable many new businesses to be set up, or old businesses 
enlarged, with increased profusion of expensive plant and specialized 
skill: and it cannot be appropriately reduced until old plant has 
fallen in value so much as to be ready to be scrapped; and 
specialized skill and knowledge, that are no longer in high 
request, have found refuge in other work or in rest from their 
labours. 

The same considerations may be put in another form, by 
reference to the incidence of frontier duties, whcfther export or 
import. The incidence of these, on nations as a whole, contains 
elements other than those which relate primarily to the individuals 
composing those nations: but in the main it is the aggregate of 

the influences exerted on individuals. In the main it is true that 

« 
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III, ?n, 4 a tax on a commodity is boriup by tbe consumer, wbetber at borne 
or abroad, duiing tbe period, wbetber short or long, in which he is 
unable, or imwillmg to lessen his consumption oi,it, or to obtain 
it on good terms by any other route. But the tax falls on the 
producers, m so far as the consumption of their produce is lessened 
by an increase m its cost to consumers: unless, indeed, they are 
able to divert their faculties, their energies, their plant and their 
, business connections qmckly to some other profitable use. 



CHAPTER VIII 


EfFLTJEXCES OP ELASTICITY OP DEMAXD OX THE 
TERMS OP IXTERXATIOXAL TRADE AXD OX THE 
IXCIDEXCE OP IMPORT DUTIES^ 

1. iMroducfory. 

Let us suppose that, trade between the two countries E and G 
having been m equilibrium, there is a considerable increase in P’s 
, demand for (?'s goods, unaccompanied by any corresponding 
increase of demand on the part of {?. The first result will be an 
mcrease in the amount of £'s goods which her importmg merchants 
will be able to obtain in return for each bale of ff's goods. The 
second will be that merchants will be able and compelled to offer 
more of E‘s goods m G's markets for each G bale: their mutual 
competition will force them to do so. That is to say, the terms of 
international trade will be altered in ff’s favour. But how far 
will the movement go? 

The answer depends on the relative elasticities of the demands 
of the two countries for each others goods. If G'b demand is very 
responsive to a movement of the terms in her favour, then a 
small movement will suffice for this purpose, if not, a large one 
will be needed. The influence of E’s mcreased demand in moving 
the rate of interchange against her (and m favour of G) will 
therefore be the less extensive, other things being equal, the greater 
be the elasticity of G'b demand. 

But other things cannot be taken to be equal; the result will 
depend partly on the elasticity of jB’s demand. For, in any case 
G will send more of her goods to E, and E will jiot be willing 
to accept these without some concession j&com the rate (say, one- 

^ Tlus chapter seems needed in order to develop the study of intemationai 
trade in the abstract, which was set up by Ricardo and John Stuart Mill. But 
it has not much bearmg on pressing practical problems; and it may be omitted. 
Readers with mathematical aptitude get some satisfaction feom the dia- 
grammatic vemon of its problems which is given in Appendix J. 


ni, vm, 1. 
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HI, TOi,i. sixtli more favourable to G "fiian the oH equilibrium rate), wiiicb 
sbe bas become willing (in consequence of the recent increase m 
her demand) to yield in return for ber old imports from G, If tbe 
elasticity of demand is great, sbe wdl take a considerably 
increased amount without demanding more than a small con- 
cession : but if her demand is melastic, sbe wiU require a considerable 
concession. 

Thus, in e^rery possible combination of a large, medium, or 
small elasticity on tbe part of demand, with a large, medium, 
or small elasticity on tbe part of G'b demand, one general rule 
bolds. Tbe more elastic tbe demand of either country, the elasticity 
of the demand of tbe other being given, the larger will be tbe 
volumes both of ber exports and of her imports; but tbe more 
also will her exports be enlarged relatively to her imports; or, in 
other words, tbe less favourable to her will be tbe terms of trade. 
Thus both sides of tbe trade will be very greatly enlarged, if both 
elasticities are great. But if both are small G^b exports will be 
increased only a bttle; while ^’s will be increased by tbe original 
sixth and a very little more in addition^. 

^ This argnment can be best presented by aid of diagrams But it seems 
advisable to add here a brief statement of its results m ordinary language. 
We may begm witb the group of cases m which demand is veiy elastic. A 
considerable increase m the supply of E’s goods in her markets can then be 
absorbed without materially movmg the rate of mterchange agamst E, and 
a vast amount can be absorbed if demand is also veiy elastic, that is, if 
she is wiUmg to accept very large quantities of 0’s goods at the rate, one-sixth 
more unfavourable to E than the old equilibrium rate, at which E is now willing 
to accept the old equilibrium amount. Under these conditions E’s exports will 
increase very much, perhaps by about three-fifths: while O’s will increase by 
perhaps a half; so that the new equiiibnum rate of mterchange will be about 
100 of bales for 73 of O’s. (Such a result is seen m the new equilibrium position 
J m Fig 12 in Appendix J.) 

If, however, O’ s demand remaining veiy elastic, E^s be somewhat melastic, 
she wiE require a greater concession m the rate of mterchange to mduce her 
to trade so largely; and therefore she wiU get somewhat less of O’s goods than 
in the last result, while her own exports would be considerably less Thus, 
li E* 8 demand has but a moderate elasticity, her imports may mcrease only 
by three-tenths and her exports by seven-twentieths, givmg a rate of mter- 
change of about 75 0 bales for 100 E bales. And, m the extreme case m which 
F’s demand is very melastic, her imports may mcrease only by one-sixth, and 
her exports by one-fifth, givmg a rate of mterchange of about 76 Q bales for 
100 E bales. (Kesults of these kmds are represented by the positions K and L 
su^ested for the new equiiibnum respectively in the same figure ) 

Hext, let us go to the opposite extreme m regard to the elasticity of CTs 
demand, and suppose that it is very small indeed. That means that however 
much the supply of JTs goods m her markets be increased, there will be only 
a smaE increase in the quantity of goods that can be obtamed in exchange 
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When the trade between E and Cr*is in equilibrimn, gold mast iii,viii,L 
be so distributed between them that the gold prices of exports 
in G\ ports exceed their prices in E's ports only by the costs direct 
and indirect of transporting them, allowance being included for 
any taxes to be paid on the way. For, if the prices of F's goods 
in G'b markets are above that level, merchants would be inclined 
to send gold from G to buy E's goods. They might, indeed, be 
deterred for a time from sending gold by the cost oi its carriage: 
but, as this cost is small, some of the minor vicissitudes of trade 
would ere long make it worth while to export gold from G^ and, 
the general conditions of trade remaining stable, gold would stay 
in E, Similarly, if the gold prices of E'b goods hx ff’s ports exceeded 
their prices m E's ports by less than these costs of carriage from 
E to G, merchants would tend to send gold instead of goods 
from F to ff, in order to obtain G's goods. Of course, the 
eqmlibrium excess of the gold prices of fi's goods in F’s markets 
must be equal to the costs direct and indirect of sending them 
from G to E. 

Suppose that E^s demand for ff’s goods being inelastic, there 
arises a considerable increase in (?’s^ demand for E's goods, so 
that the terms of trade axe moved against and a good many 
more of (?’s bales than before have to be exported m order to bring 
back an extra hundred of S’s bales: merchants will then take 
gold from Gto E; because they can obtain with it as many of E's 
bales as before. This process will continue, tiE the rise of prices 
in E caused by the increase of her currency, combined with 
the fall of prices in G caused by the shrinkage of the currency 
there, has so readjusted prices to the altered rate of interchange 
of hales, that goods sell again in G’s markets and ff’s goods 
sell in E's for their several home prices together with costs of 
transport. Merchants will do business in terms of money at 

for them. The increase will of course evoke some addition to the exports from Ei 
bnt, whatever be the elasticity of J7’s demand, the addition will be very small, 
and G wiU export only a httle more than the old eqmlibnum nnmbcr of her bales 
in return for only a httle more than an addition of oae*sixtb*to iTs old equih- 
brinm exports. In this case therefore the ngidity of G^b demand wiE thoroughly 
dommate the result; and variations in the elasticity of E’s demand will have 
but little influence on it. (This group of cases is represented by U, V and F 
in the same figure.) 

In the intermediate group of cases in which Gb demand has a moderate elas- 
ticity, the results will clearly be mterme^iate between those in the two extreme 
cases. (They are represented by E, 8 and T in the same figtixe.) 


12 ^$ 
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III, fin, 2 just the same rate of profits before; and records of their profits 
will not disclose the fundamental change which has occurred. 
That change will he below the surface of waters/that have closed 
above it: it will consist of an mcrease in the quantity of the 
produce of her labour and capital which G has to give in order 
to obtain each hundred bales of E's goods. 

On the other hand, if E's demand for G's goods had been elastic 
so that G's iwreased demand could be met by exporting more of 
her goods without greatly burdening E’s markets, and therefore 
without causing much change in the terms of trade: then only a 
shght movement of gold from GtoE would have been set up, and 
it would have lasted only a short while. For a very •'httle change 
of price levels would have suflBlced to bring them into adjustment 
with the new terms of trade. 

2. J/ E and G are in exclusive trade tvitk one another^ a ^ 
general tax levied hy E either on her imports from G or on 
her exports to G, will diminish her imports to some extent^ 
and her exports to a greater extent, and %viU thus tend to 
move the rate of interchange in Ws favour. 

We pass to consider the influence which a decrease in a country’s 
effective demand for imports exerts on the terms of her external 
trade: the decrease may be supposed to be caused by the im- 
position of a tax on her imports. 

It might perhaps suffice to say that the effects of a shrinkage 
of F’s demand for ff’s goods will be the converse of those of an 
mcrease. But a backward movement m orgamc growth is seldom 
qmte hke the previous forward movement: and the opportunity 
may be taken for looking from a rather different point of view 
at what is in effect the same problem as that already con- 
sidered. 

Let us first look at the general relation between import and 
export taxes. The considerations which can be urged for and 
against the levying of an import tax on a particular commodity 
differ widely from those appropriate to a particular export tax: 
and this is perhaps the origin of an opinion, which seems to pervade 
a good deal of economic discussion, that a general tax on all 
imports would have widely different effects from a general tax 
on aH exports. In fact the two taxes would have the same effect; 
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provided they were evenly distributed, equal in aggregate amount, 
and tbeix proceeds were expended in the same way^. 

Suppose that an import duty is levied by E in kind, or — wbat 
is tbe same tMng — ^tbat its proceeds are expended on an extra 
puicbase of ff’s goods by E's Government in addition to tbose 
which that Government would have otherwise purchased — that 
action will cause the total demand for G’s goods to be greater 
than if the proceeds of the tax had been spent on E'% goods* But, 
exactly the same result would follow, if the proceeds of a general 
export tax were spent on an additional purchase by E'b Govern- 
ment of G'b goods * and in order to avoid this irrelevant disturbance, 
it will be best to assume that the proceeds of all of E's taxes, 
however assessed, are expended on E's goods. Further, we take 
no account of the difficulties of merchants and producers at home 
and abroad, whose plans may have been put out of gear by the 
imposition of a burden which they had not anticipated, and who, 
in consequence, may be glad to market some of their wares for 
less than the full cost of production. 

Let us then suppose that trade between E and G being in equi- 
librium, E's Government imposes a tax on all her imports; that it 
amounts to one-sixth of their value, and that its proceeds are all 
spent by the Government at home. Then merchants must see their 
way to selling each bale or other consignment of the imports into E 
for the value of an increased amount of her goods, so that after 
having paid the taxes, they may still be able to export enough 
of those goods to cover the cost of their foreign purchases, with 
expenses and profits. Therefore they must stmt their importations 
into E: the rate of interchange will move in E^s favour, but it 
cannot move in her favour by more than a sixth. These results 
are, perhaps with the exception of the last, fairly obvious. Their 

^ It may be well to look into this more closely Take the case of an all round 
merchant working from a basis m E. He lays out the equivalent of 1000 E bales 
on the purchase of cargo and the costs of the all round trade these costs include 
hire of a ship, msurance of ship and cargo, expenses of working the ship, port 
dues and taxes. If these costs amount to 200 E bales, he vtnU be able to take 
800 E bales to G and bring back their equivalent in G bales.* If these charges 
are increased to 250 bales he will bring home the equivalent which he can get 
for only 750 F bales m G’s markets, though F’s people will still have spent 
1000 E bales on getting them. Thus F’s effective demand will have shrunk to 
the same extent, whatever be the way m which this extra charge is laid on him, 
whether by extra cost of coal, extra dues, or extra taxes at home or abroad; 
provided only the extra payment required from him is taken out in F’s goods 
and not m G’s. 


Ill vm,2 
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iii,vni,2. proof can be readied most ^easily by tbe aid of tlie diagrams, 
wHcb are suppbed in Appendix J, Fig. 13, but tbey are worked 
out in ordinary language in tbe adjoining footnote^. 

It may be well to add a numerical illustration of tbe difference 
between the rate of interchange as seen from the point of tiew 
of consumers in F, and as seen from the point of view of (? as a 
whole We nave supposed that 90, COO E bales were exchanged 
for 70,200 Gijales before the tax* and that afterwards 78,000 E 
bales are sent to G in return for 02, ±00 of her bales. The rate of 
inierciiance bet^.en E and as a whole will then have moved 
from 100 E bales for 78 G bales to 100 E bales for 80 G bales* but 
as F's Government has taken the equivalent of one-out of every 
SIX of E bales, the consumers in E (no allowance being made for 
the prouts of wholesale and retail dealers) will have paid m effect 
91,000 E bales for the 02,400 G bales, that is at the rate of 100 E 
bales for about 69 G bales^. 

^ We start from the position that, under tlie old condition"! of trade, merchants 
were taking 70,200 G bales to E, and were disposing of them m E’s markets 
on terms that enabled 90,000 E bales to go back; the costs of transport and 
dealmg being arranged as m the preceding chapter If now ^’s Government 
imposes a tai of one-sixth on all the imports (the tax to be paid in E’s goods) 
the value of the tax will be 15,000 B bales; and consequently only 75,000 E bales 
will be returned The result would be exactly the same if the tax were levied on 
F’s exports m that case also there would be only 75 000 E bales to go back 
We are to inquire, on the Lnes of the preceding Section, how the characters of 
jETs and G’s demands respectively will influence the change m the position of 
the new equilibrium of trade, tnat results from this change in the conditions of 
E’s demand 

In the first place, the exports of G must shrink so as to make the rate of 
interchange more favourable to E For, if tliev were maintained at the old 
amount (and the case would be still stronger if they were increased), importers 
would obtain from JETs consumers the equivalent of only as many E bales as 
before, and therefore, after paying the tax, would take back one-sixth less than 
before* and, accordmg to our schedule, they could not market those m G with 
normal profits to themselves for the eqmvalent of those G bales which they 
had taken out (It is mdeed abstractly conceivable that G’s demand for all of 
R s goods might be so extremely inelastic, that a smaller aggregate of them could 
be marketed in G for an equal or even larger aggregate of G s goods but, though 
this “Exceptional Demand” case claims discussion from a purely theoretical 
pomt of view, the schedules on which we are working have been constructed 
in accordance with the beLef that nothing of the kmd is possible m real trade ) 

Secondly, E cannot force tbe rate of interchange to become more favourable 
to her by more than a sixth For that would imply that G goods were ofiered 
to E consumers, after the tax had been paid by the merchants, at terms more 
favourable to the consumers than before, and that yet those consumers refused 
to take over the old amount of G goods at that rate 

^ Here occasion may be taken to guard against temptation to count twice 
O'ver the gam, which E may derive from the tax For she may appear both to 
turn the rate of interchange m her favour, at all events to some extent, and to 
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Tkiis, we may conclude, in regard to the exclusive trade between iii, to, a 
two countries, that if one of them {E) levies a general tax either 
on her imports or on her exports, the proceeds of the tax being 
spent by the Government mainly on her own goods and services, 
then she wil injure the other country {G) in two ways, she will 
cause ff’s trade to shrink more or less; and she will force G to give 
somewhat more of her own bales m return for each hundred of 
S’s bales which she still receives. At the same time E will injure 
herself in one way and benefit herself in another. She will injure 
herself by diminishing her trade with and therefore foregoing 
some of {j’s products which would have been more useful or agree- 
able to her^ people than any home products of goods or services 
which can be got at the same cost* for, if they had had no such 
superiority, the people would not have elected, as they did 
previously to the tax, to buy those products of G instead of home 
products. But, on the other hand, E will benefit herself by 
obtaimng those of G’s goods which she still receives at a rate 
somewhat more favourable to herself than before. Of course (?’s 
goods will be more costly to the people of E than if they had not 
been taxed. But they will not be made more costly (at all events 
by those who buy wholesale at first hand) by quite the full amount 
of the tax: and therefore £, regarded as a whole, Government 
and people being reckoned together, stands to gam something 
by levying the tax. 

All the values and costs mentioned above are '‘real” values 
and costs, that is, they are expressed m terms of the representative 
bales of the country in question: but the upshot may be expressed 
in terms of gold prices on the assumption, made at the end of the 
last section, that the currencies of both E and G are based on 
gold; of which each possesses a stock, though neither has any 
gold mines in work. We start then from equilibrium, in which the 
goods of either country sell in the ports of the other at the gold 
prices which they bear at home, mcreased by all the expenses 

throw on the foreigner some part at least of the burden of*a tax, the proceeds 
of which accrue to her GoTemment. But these facts do not represent two gams; 
they represent only on© gam expressed m two ways. From the consumers point 
of view the rate of interchange is affected very unfavourably: it is only when 
the interests of the pubbe purse are reckoned together with the separate interests 
of individuals, that a movement of the rate of mterchange can bo shown in her 
favour. * 
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III, Tin, 2. direct and indirect of the transport from one country to the other. 
jStow E imposes taxes on her imports: merchants therefore can 
no longer earn their living unless they can sell G'b goods to 
consumers in E for their gold prices in G, increased by the full 
money costs direct and mdirect of the transport from G together 
with the taxes, consequently they stmt their exports of G's goods, 
on the grounds already explained, and indeed a very little more 
than they would have done if they had not been able to export 
gold from G m hen of some of her goods. It is to their interest 
to do this: because when the tax is first imposed, G's goods cost 
about as much in terms of gold in G as before; and, as the gold 
Will pass E's frontiers without bemg taxed — this is to be assumed 
in accordance with general usage — they will for the time make 
a better business by sending gold than by sending goods. Gold 
will therefore continue to flow from G to E, and thereby to cause 
prices generally to rise in E and fall m G; until the prices oi'G 
goods delivered in E have risen relatively to their prices in G, 
by the full equivalent of the tax. When that result has been 
reached, merchants will cover their money outlays with profits; 
and the trade will again be in equilibrium. But this will not show 
that jS’s consumers have borne the whole burden of their taxes. 

In order to obtam goods that sell for the equivalent of an 
ounce of gold in G, they will be compelled to pay an amount of 
their own money equivalent to an ounce, together with costs of 
transport, which now include taxes and traders' profits on them: 
while consumers m G will buy E goods for gold cost in E together 
with costs of transport, in which there are no taxes to be reckoned. 
But an ounce of gold will buy more G goods than before: and it 
will buy less E goods than before, these two changes are to the 
benefit of E (consumer's purses and the public purse being 
reckoned together) and they are to the detriment of the sum 
of them is the share of the burden of her taxes which E throws 
upon G, Its amount is governed by fundamental relations of 
international demand, which are independent of money in the 
long run. That is, G’s share of the burden is governed by the 
response which E makes to the shrinkage of her supplies from <?; 
and by the response which G makes to the consequent shrinkage of 
her supplies from E: i,e. on the relative elasticities of E's demand 
and of G's demand. 
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3. Suppose that G's demand for E’s gootls being verym,rm,3. 
elastiCj a moderate tax is levied by E on her imports or 
exports; it will have no very great effect on the rate of inter- 
change, unless Fs demand also is elastic; hut in that case the 
trade will shrink greatly. 

We iiave now to work on the same lines, but in a reversed 
direction, to those of our study (in the first section of this chapter} 
of the eSects of an increase in a country’s demaijd. We start 
from the basis that a tax of one-sixth levied by E on her imports, 
its produce being spent on £'’s own goods, must move the rate of 
interchange m G’s disfavour, and cannot move it by a full sixth: 
and we inquire what movement within these limits will suffice to 
make Fs goods so scarce in G's markets that G will be just wilhng 
to accept them on terms, which E also will accept under the new 
conditions for that amount of trade. It is obvious that if G\ 

* demand is very responsive to a movement of the terms in her 
disfavour, then a small movement will suffice for this purpose: if 
not, a large one will be needed. The influence of the diminution 
of E*s demand in moving the rate of mterchange in her own 
favour (and against G) will therefore be the less extensive, other 
things being equal, the greater be the elasticity of G’s demand. 

But the result will depend partly on the elasticity of jE’s demand. 

For, m any case G will send less of her goods to E\ and they will 
in any case be sold in F’s market at a rate somewhat more favour- 
able to G than that (one-sixth less favourable to G than the old 
equihbrium rate), at which alone E had been willing, since the 
imposition of the tax, to accept her old imports from {?. If the 
elasticity of E’s demand is great, she will considerably diminish 
her imports rather than make more than a small concession: but 
if her demand is inelastic, she will make a considerable con- 
cession. Thus, in every possible combination of a large, medium, 
or small elasticity on the part of E's demand, with a large, medium, 
or small elasticity on the part of G’s demand, one general nile 
holds. The more elastic the demand of either country, the elasticity 
of the demand of the other being given, the smaller will be the 
volumes of her exports and her imports: and the more will her 
exports be diminished relatively to her imports, that is the more 
favourable will be the rate of interchange to her. If the elasticity 
of ff’s demand be great, E will in^ny case bear nearly the whole 
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III, Tin, 3 burden of lier tax ; but if it h small G will bear a considerable part 
of it. Variations in tbe elasticity of E's demand will cause varia- 
tions in tbe opposite direction, and G will bear scarcely any of 
it if ber own demand is very elastiCj wMe that of E is not very 
elastic. 

To put nearly the same things in another way, the elasticity 
of ff’s demand has the chief part in controlling the result of the 
imposition of a given tax on E's imports. If that elasticity is 
great, (?’s exports shrink much, the rate of interchange moves but 
little in E's favour, and only a small part of the burden of E's 
tax is thrown upon G, in so far as that burden is indicated by the 
rate of interchange and conversely if G's elasticity i§ small. Some 
part is played also by the elasticity of E’s demand. Her exports 
are bound to shrink by a sixth. But if her demand is very elastic, 
the shrinkage of E's exports in excess of that sixth will be con- 
siderable (not probably very great); and the movement of the " 
rate of interchange in her favour is rather greater, than it would 
be if her demand had little elasticity. 

It is, however, to be remembered that each country is likely 
to be injured by curtailment of any trade to which she was in- 
clined: and that therefore, though a movement of the terms of 
interchange in E's favour enables her to gain at G's expense, the 
accompanying curtailment of E^s trade may involve a heavy real 
loss to her: which is not mitigated by the fact that G is suffering 
a similar loss^. 

^ It may be well to go a little more mto detail as m tbe correspondmg footnote 
In the first section, and with the same caution that all such details can be 
handled more thoroughly and securely, and at the same time really more easily, 
■with the aid of diagrams, such as are supphed m regard to the present problem 
m Appendix J, than without such aid. 

We 'Will begm, as before, with the group of cases m which O’s demand is very 
elastic. In this group, any movement of the rate of mterchange agamst G will 
cause a relatively large diminution of her wiUmgness to trade The movement 
of the rate agamst her will not go very much against her; and she will therefore 
not bear a large shaiB of the burden of JEPb taxes, whatever be the elasticity of 
jETs demand. 

Since Q will send less of her goods to E, E will be forced to make some 
concession from^the rate (one-sixth more favourable to herself than the old 
©C[uilibrium rate) on which she would have insisted if G had mamtamed the full 
volume of her exports If E’s demand is very elastic, her willmgness to trade 
will be greatly lessened by the fact that G wiH not consent to trade except on 
terms nearly as favourable to herself as the old terms, that is, except on terms 
more unfavourable to the consumers mEhj nearly a sixth. In this case there- 
fore <5*8 exports will shrink very much. E’s exports will a br mV by rather more 
than a sixth, and the rate of interchange wiU have moved a good deal in E’s 
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But now let ns consider tlie case ia wHeh, thongli G can easily iiLtiiijS 
forego a considerable part of ber imports, tlxere are some of them 
winch are almost essential to her: and first let F be supposed able 
to dispense easily with all of C's goods. Then a moderate rax Ie\ded 
by E on her imports would not reduce the supply of £’s goods in 
{?'s markets so far as to call into play the urgent part of G's 
demand: and therefore the eSects of the tax would be Just the 
same as though G's demand w’ere elastic throughou|: that is, the 
trade would shrink a great deal, but the movement of its terms 
in E’s favour would not be very great. But if the tax were 
gradually increased, until the shrinking of the trade touched some 
of G's imports which she could not easily forego, the situation 
would begin to change. E would gradually throw a greater and 
greater share of the burden of the tax on (?. the receipts of jS's 
T reasury from it might not be great, because the imports to be 
taxed might be small and so she might not gam very much by it. 

favour (This case is represented by the position suggested for the new equili- 
brium at J m Fig 14 m Appendix J ) 

If, while 0*8 demand is still supposed to be very responsive to changes m the 
rate, that of E is not very responsive, then the rate of mterchange will be rather 
less favourable to £7 : but the volume of her trade will be somewhat greater 
(These results are represented by the suggested positions of new equihbnum at 

for a moderate elasticity on the part of F, and at Z for a small elasticity, in 
the same figure ) 

Next let us suppose that 0*8 demand is very inelastic and that the stinting 
of the supplies of i?’s goods m her markets causes their value to nse so much that 
the diminished supply of them sells in the aggregate for the equivalent of nearly 
as many of 0*8 as before (That is, we suppose that the elasticity of her demand 
IS but little more than unity : to suppose it to be less than unity would be to 
admit the Exceptional Demand case into the discussion. That case is however 
illustrated m Fig 16 ) £ would then throw nearly the whole burden of her tax 
on 0 : for E’s exports would have shrunk very much (really by rather more than 
a sixth), while C5’s exports would be diminished but little. If £*8 own demand 
were very inelastic, the trade would be a little larger, and the rate of interchange 
would be a little more unfavourable to her, than if it were very elastic . but the 
degree of her elasticity ould have very little mfluence in comparison with that 
of O, (The suggested positions of equilibrium at 17, V and IF in Fig 14 corre- 
spond to a low degree of elasticity on the part of 0, co-existent with varymg 
degrees on the part of £: it will be noted that they all lie close together ) 

II 0*8 demand is of considerable, but not great elasticity, the results will be 
intermediate between those in the two last cases 0*8 expojts will shrink con- 
siderably : £*8 exports will shrmk very considerably, but by a good deal less than 
a sixth : the rate of interchange will move m £*8 favour, and a considerable share 
of the burden of £*8 tax will be thrown upon O. These results hold whatever the 
elasticity of £*8 demand : but if that is great, the volume of the trade will be 
perceptibly smaller ; and the share of the burden of her tax which is thrown on 0 
wiE be larger than if E’s demand has but little elasticity. (This group of results 
IS indicated by the points M 8 and T krtFig. 14.) 
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III* Tin, 3. Bat altimately, when it becarme so high as to deprive G of nearly 
the whole of those imports of which she stood m urgent need, she 
would suffer severe loss. 

If, however, £'s demand, like ff’s, though elastic for large 
quantities of her imports, were urgent and melastic for small 
quantities, the effect of a continuous increase of her tax on imports 
(or on exports) would be different. The trade would, as before, 
dimimsh rapidly with the first stages of that increase: but would 
not yield much more to a further increase* and the terms of the 
trade would not be further modified in E'b favour to any con- 
siderable extent. 

Lastly, it might happen that E was under obhgation to pay 
a heavy tribute to G; and, if the amount of that tribute covered 
aU those imports of which G stood in urgent need, then she could 
not be grievously oppressed by E's tax, however heavy it was, 
and however elastic was E'b demand even for small quantities of 
G'b goods, the worst that could happen to G would be to forego 
all of those imports of which she was not in urgent need. 

The special hypothesis on which we are working, in regard to 
the trade between E and {?, excludes the possibihty of any in- 
vestmeut of capital by in But, later on, we shall have to 
consider the fact that sparsely peopled countries have generally 
borrowed largely from densely peopled western countries: that as 
the sparsely peopled countries develop their industries, they will 
be able to forego without very great inconvenience nearly all 
their imports of manufactures, but that densely peopled countries 
will have an imperative need for considerable imports of food and 
raw material These conditions will correspond rather closely to 
those of the case just discussed; densely peopled countries being 
represented by G, and the sparsely peopled countries by E, The 
tendency, already strong on the part of many sparsely peopled 
countries, to increase the weight of their taxes on manufactures 
generally, may possibly extend much further: it will make 
very httle difference in practice whether they acted m concert 
or not, provided that they in fact move far in the same direc- 
tion. And should this happen, the large volume of imports 
which western countries will probably be able to draw from 
sparsely peopled countries, as interest on invested capital, with- 
out being compelled to market Miy exports in return, will be a 
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stroag aad much needed bulwark against effective oppression by 
those taxes^. 

4 Limitations of the scope of general reasoning in regard 
to the benefits which a country derives from her external 
trade. 

Ricardo’s masterly treatment of general taxes on the trade 
between two countries, isolated from the rest of the world, avoids 
many of the difSculties which beset a reahstic study of the trade 
relations which connect a single modern country either with the 
rest of the world as a whole or with any particular country in 
it: and this |s a chief source of its efficiency. 

For the effects of any tax, or other event, fay wliich such real 
relations may be disturbed, are likely to be complicated by many 
side issues. If reckomng is made with them, the main issues are 
* obscured : the particular trees close at hand prevent us from seeing 
the wood: and, if they are ignored provisionally, a partial solution 
is apt to be mistaken for the complete. For instance, a question 
may arise as to whether the commodity is the product of a partial 
monopoly; for m that case a tax on it, whether levied at home or 
abroad, is likely to make the monopohst reduce his price a little 
in order to avoid losing a considerable share of his extra monopoly 
profits. Now, nearly every producer and trader has a temporary 
partial monopoly in that market, or at all events m that particular 
part of the market, in which he has established his connection. 

And it may happen that one of the most important things to be 
said with regard to that particular tax, especially from the point 
of view of a short-sighted politician, is in regard to these more 
or less ephemeral and unsubstantial incidents. And further, if the 
monopolist, whether a single large business or a strongly organized 
cartel, is protected by high import duties against foreign pro- 
ducers of goods similar to its own, it may sell more cheaply abroad 
than at home, not merely to meet a passing emergency, but as 

^ Its analytical side is best seen by aid of diagram 19, Appendix J It might 
be developed so as to take account of the tendency of manufactures to Increasing 
Eetum and of raw produce to DiimmsMng Eetum. But these tendencies are 
not m fact as broad and simple as they appear and the application of Kicardo’a 
ngid hypothesis to them, though seductive, collides against latent difficulties, 
the gravity of which mcreases, the more closely they are studied; and it seems 
therefor© best to treat them directly m connection with the details of any trad© 
m which they are severally prominent. • 
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a steady policy: so that its 'Exports habitually pay less than the 
Mi cost of production. To the extent to winch that is true, 
Ricardo’s fundamental assumptions will not be strictly apphcable. 

Again, if the commodity is one for which the taxing country 
is the chief market, she may obtam it at rather less than the Ml 
equivalent of its cost of production for a longer time than she 
would, if those, who had provided speciahzed skill and plant for 
its production, could easily market it elsewhere. And conversely, 
if the commodity is one of which she is almost the sole producer, 
its foreign consumers must bear a great part of the burden of any 
tax which she may impose on its exportation. 

When a customs tariff is under discussion, details such as these 
come to the front, and are apt to hide from view the broad in- 
flnence which is exerted on the terms of a country’s trade, by the 
relation in which the volume and eagerness of her demand for her 
imports in general bear to the volume and eagerness of rhe 
external demand for her exports. Ricardo’s plan makes this 
master influence stand out in its proper proportions. It shows 
every import duty, and every export duty imposed by a country, 
as tending to move the terms of trade m her favour, because it 
tends to diminish the volume of trade which she is willing to do 
on any given terms. 

Great then is the usefulness of Ricardo’s method. But even 
greater are the evils which may arise from a crude application 
of its suggestions to real problems. For that simplicity which 
makes it helpful, makes it also deficient and even treacherous. 



CHAPTER IX 

ISCIDE^CE OF TAXES OX DIPORTS AXD EXPOPvTS^ 
1. Inekieuce of import duties. 

Tile policy of special taxes on imported goods tas two sides. 
It obviously raises questions relating to the expediency of 
Government intervention in affairs of mdustry and trade. These 
questions are of broad scope : some of them are concerned with the 
influences which high import duties exert on the cost at w^hich 
the people of the country obtain then supplies of the taxed goods, 
and with the consequent shrinking of the national demand for 
them: and these fall well withm the provmce of economics. Others 
raise broad issues connected with the pohtical and ethical relations 
of Government to particular mterests within the nation: these 
issues fall to some extent withm the provmce of the present volume. 
Others relate to the constructive functions of Government, as to 
which something is proposed to be said m a companion volume 
on the quahty of progress in work and hfe, and the economic 
conditions favourable to it. 

The effect of an import duty is felt in the first instance at the 
frontier. If the commodity is bulky, it may very well be imported 
in spite of a heavy duty, and yet be sold in other parts of the 
country at a rather low price. To take a strong mstance, timber 
is sometimes almost without value on the Pacific slope, while in 
other parts of the United States its price responds to taxes on 
importations from Canada. But in countries, no part of which is 
far removed from a frontier smtable for importation (such as the 
United Kingdom and Belgium), the full effect of an import duty 
is felt by nearly all consumers, even of commodities as bulky as 
wheat. • 

Of course exceptional geographical causes may put a country 
very much at the mercy of a stronger country which hes between 

^ Part of this chapter Is reproduced from a Memorandum m the fiscal pohry 
of tniematioml trade by the present writer; which was prmted by Order of the 
House of Commons, under the mark 32Fof 190S. 
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ni* or, 1. it and the main moYement Df the world. Possibly Germany may 
be able to throw some part of the burden of her import duties 
on countries lying to the east of her. But she cannot throw on 
England any considerable share of the burden of her own import 
duties; even though there are a few chemical and other Gennan 
products, which England cannot easily forego. England can always 
take these as her first choice: and Germany must force the way 
for the rest of her trade with goods which England has no special 
reason for obtaining from her rather than from other sources. 

Again, there may be some small markets in which Britain’s 
connections by steam-ship or otherwise give her an advantage 
tending towards a mitigated monopoly. But m the aggregate they 
count for httle. There is thus no considerable exception to the 
rule that Britain has now to pay the burden of her own import 
duties. 

There has, indeed, never been a country, the whole of whose 
exports were in such urgent demand abroad, that she could 
compel foreigners to pay any large part of any taxes which she 
imposed on her imports. But England’s exports approached to 
it twice. Once they consisted chiefly of wool, which was indis- 
pensable to Flemish weavers. And again, in the first half of the 
nineteenth century, they consisted chiefly of manufactures made 
by steam machinery, which was not in general use anywhere else; 
together with tropical products, which she had special facflities 
for obtaining. It is possible that the rest of the world would have 
given twice as much of their own goods as it did give for many 
of them, rather than go wholly without them. 

As it was, England did no doubt throw a considerable part of 
the burden of her taxes (import and export) on the foreign con- 
sumer: though it may be true that she made her taxes (or 
prohibitions of import) heavy just where they ought to have 
been lightest; that she thus checked that growth of the vitality 
of the masses of her people, which ought to have resulted from 
her new command over the forces of nature; and hastened the 
day in which she would cease to hold the unchallenged leadership 
in industry. But any power which she may have had of throwing 
a considerable part of the burden of her import duties on foreign 
consumers of her products has been destroyed by two inevitable 
I causes. Her arts and resources^ of production have become the 
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commoB property of all coEntries of tiie western world; anJ^ in iii, ix, i!. 
some important cases, they have been developed by others faster 
than by herself: meanwhile the growth of her pupnlation has made 
her demand for some of her imports more urgent than is the demand 
of any other country for any of her exports 

We are, however, now concerned with settled trade relations, 
and not with exceptional or temporary incidents. Of course almost 
every trader has opportunities of sprmgxng hard bargains upon 
particular customers, who have made their plans on»ihe expecta- 
tion that he would deal with them in a regular manner, bat such 
undignified action brings its own nemcsis: and it may be left out 
of account here. 

2. The incidence of an import duty varies irith the nature 
of the product taxed ^ and of the economic conditions of the 
country to tchich it comes^ as well as those of the country or 
countries of its origin. 

Statements as to the incidence of import duties on particular 
classes of goods are necessarily couched in general terms: the 
ofiicial definition of a class often includes some things, the demand 
for which would be promptly and strongly influenced by the prices 
at which they were on sale ; together with other things, the demand 
for which is not very intimately dependent on their price. Even 
a single class of an elaborate tariff schedule may contain things, 
that are to be applied to different purposes, and the demands for 
which are governed by different conditions. For instance, machinery 
and other plant designed for use in mdustries, which happen to 
be exceptionally active, will be in the same class with others for 
which there is at the time scarcely any demand. If an import 
duty on the class is imposed or increased, the first group may 
rise in price very much; while much of the burden of the tax on 
the second group is thrown on the foreign producer. Again, if 
the same additional tax is imposed on all the woollen goods which 
are m the same Customs-house hst, the shrewd dealer will know 
that some goods in the class will soon be in greater demand, and 
will not abate in the least the net price, after allowing for the 
duty at which he offers them. But he will believe that other goods 
are losing fashion; and he will lower their net price by perhaps 
the fuE amount of the increased tax; should he do so, his action 

13 
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III, IX, 2, is likely to appear as evideDce from experience that the burden 
of import duties falls in a great measure on the foreigner. Such 
cases, however, constitute only a small part of the volume of 
trade. 

Next, we may consider the linkings up between the prices of 
things which are more or less "‘jornt products’’ of the same 
process, or serve together as joint ‘"factors of production” of one 
ultimate result. Good examples of this are supphed by the rela- 
tions of the shipping industry to those industries whose products 
it carries. For mstance, when an unexpected import duty is 
levied on a bulky commodity, shipowners are often unable im- 
mediately to readjust the supply of shipping at the ports to the 
diminished demand; consequently freights fall; a "part of the 
burden of the tax is borne by the shipowner, another part by 
the producer, and the consumer’s share of the burden is hghtened 
somewhat. 

To pass to other minor instances: when the price of wheat in 
Britain was raised very high, in consequence of bad harvests at 
home, foreign merchants often made very high profits by selling 
wheat here. Accordmgly, McCulloch argued that prices in such 
years would not be increased by a moderate duty, nor reduced 
by its repeal or suspension; and that though the duty falls mainly 
on the consumer, when the price is only a little above the profit- 
able importing price, to lower the duty when the price is very 
high would be to sacrifice revenue for the benefit of foreign growers 
and dealers^. Telegraphic communication and the growth of a 
world market for wheat have rendered tins argument mapphcable 
to wheat now: but it suggests the explanation of cases in which, 
a tax havmg been imposed on a commodity in a market where it 
is in exceptionally temporary demand, the burden falls almost 
wholly on the foreigner. Such cases have lent undue support to 
the opinion that the purchaser has the upper hand of the seller; 
that ‘"the seller is courtier, the buyer is king.” 

Of course there are some branches of trade in which the buyer 
and seller are^on about equal terms even in regard to current 
bargains. This is the case m the great organized markets for grain, 
cotton and other commodities, which are graded and sold 
mechanically, without any peisonal contact between the actual 

^ 2 u rat 1071 and ruuding, pp 196-7. 
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buyer and tbe actual seller; and er^n witliout any knowledge, ih,ix, 3, 
on tke part of tke buyer, of tbe particular source from wMcli bis 
purcLases will be filled. Only a small part of a eountr} *s trade 
could be materially turned in her favour, even temporarily, by the 
sharp practice of unexpected taxation: and such practice is not 
consistent with her digmty nor conducive to her interest in the 
long run. The suddenness of the stroke may seem to be a clever 
piece of strategy. But good credit for steadfast i^eaimg is a 
business asset of the first importance to a nation as well as to an 
individual. The immediate gains reaped by sharp practice would 
generally be bad business, even if the only people hurt by the 
tax 'were foreigners, but they are not; the injury extends to the 
exporting mdiistries of the taxing countries. Ricardo’s celebrated 
chapter on ‘'Sudden changes m the channels of trade’' is in effect 
an argument that even a bad system of taxation should seldom 
"be "Violently subverted, 

3. A broad view of the general incidence of impart duties. 

Let us suppose two co-untnes, E and G, to trade with one 
another, and only with one another, and to levy no taxes on 
imports. The price of jE?’s goods in G will differ from their prices 
at home only by costs of transport (mciudmg costs of handimg), 
and vice versa. But now E puts a tax of 50 per cent, on all imports, 
except of course gold. The prices of E’s goods will still be higher 
in G than at home merely by the cost of carriage. But the prices 
of ff’s goods to consumers m E are now bound to nse 50 per cent, 
relatively to their level m G: for, unless and until that happens, 
it will answer to send gold mstead of goods from G to E. This rise 
in price of G's goods in E, relatively to their price m Gy takes place 
whatever be the urgencies of G's demand for E's goods, and of 
E^b demand for G'b goods: but it is mainly on the urgencies of 
these reciprocal demands that the incidence of the tax depends. 

The observed price movement, taken by itself y proves nothing 
conclusively. 

The burden of the tax would be thrown mainly on G in the 
exceptional case, in which ff’s demand for E's goods is very urgent 
(and inelastic) while E'b demand for G'b goods is not. For then 
the tax would firstly raise the price of G'b goods in E; secondly, 
diminish their sales there a little ji thirdly, lessen the supply of 

13—2 



196 


IKCIBENCE OF f AXES ON IMPOBTS AND EXPORTS 


ni,ii,a E'b goods in <7 a little; and, since G's demand is taken to be 
inelastic, any considerable check to their supply would cause each 
of these goods to be disposed of for a much greater quantity of 
the labour and general commodities of G than before. 

Here the solution of this particular case ends, so far as essentials 
go. But its secondary consequences m terms of price movements 
should be added Since E's goods can be disposed of m G's markets 
on such favourable terms, gold will be sent from G to buy them. 
Therefore, gold will become very plentiful in E; prices generally 
will rise there, and a rise in money wages will follow in due course. 
Therefore, though G's goods in E sell for twice the price they do 
at home, yet their prices will not represent much more effort than 
before; they may not represent any more effort at all. In G, on 
the other hand, gold will have become relatively scarce, and will 
command more of G's goods and services than before. Therefore, 
although jB*s goods sell in G for only their price at home, togethiF 
with cost of carriage, yet their real cost to G will be very much 
mcreased. The consumers in E will be nearly as well off as before, 
and their Government will have got the taxes mainly at the 
expense of G. 

On the other hand, E will have to bear the burden of her own 
taxes in the far more probable case in which is m no urgent need 
for her goods. For then, when the merchants slacken their dehveries 
of E's goods in G, the market will be unresponsive. Each bale of 
E’s goods will brmg back about as much of G’s as before. A day’s 
labour m iS, or a bale of E's goods, will command about as much 
as before of G^s goods in bond, and the taxes on G's goods will 
be paid in the mam by those who consume them in E, In this 
case there will not probably be any considerable movement of 
gold, and the primdfacze suggestions of price statistics will corre- 
spond pretty closely to the actual facts. 

This assumes that E's demand for G's goods is elastic. For the 
sake of completeness, however, it may be well to take an im- 
probable case corresponding to the preceding one; but with the 
parts of E and G inverted: and we may even suppose jB’s Govern- 
ment to spend a great part of the taxes m purchases of imported 
goods. Then the private consumers in E, being in urgent need 
of their old supplies of ff s goods, may have to force the trade, 
and to accept and less of foreiga goods m return for each bale 
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of their own: so that E may ultimately have to bear even more in.ix»3. 
than the whole burden of her taxes. 

The two countries E and being taken to be shut oS from all 
trade except with one another, it is pmm facie not altogether 
unreasonable to suppose that G's demands for E's goods are 
somewhat urgent: and that, therefore, the burden of the taxes 
will fall m a considerable measure on her. But in the real world 
G always has access to other markets, and therefore, she will not 
consent to pay any of E's taxes, unless E has something like a 
monopoly as regards nearly all her exports; or else, from geo- 
graphical or other causes, G is very much at J5’s mercy. It is only 
under very rare conditions that a country is practically the sole 
market for even a single product which another country has 
exceptional advantages for producing. A tax on such a product 
might indeed rest permanently on the producers; but taxes on 
"^nearly ah other products would be home almost wholly by the 
consumers, as soon as the producers could make arrangements 
for selling in other markets, either their old products, or others 
to which they could gradually divert their energies and re- 
sources. 

This argument does not claim to apply universally. For instance, 
if a country is the chief purchaser of an important speciahty for 
which a second has exceptional advantages, then an import tax 
on it may be borne in the main by the producer for some con- 
siderable time: this might occur in the case of a tax levied by 
England on Greek currants, or on some classes of heavy wines. 

But there is no important commodity the supply of which is in 
that position. We shall, however, see presently that the collective 
relations between those countries which are large exporters of 
wheat, and those which are large importers of it, tend somewhat 
in that direction. And, of course, if manufacturers in any country 
have adapted expensive plant to the needs of a particular foreign 
market, they may pay nearly the whole of an unexpected tax 
levied on their goods there; for it is better to work with but low 
returns on their investment than to let their plant*lie idle. Con- 
versely, if a tax on the importation of certam goods is suddenly 
removed, those producers, whose plant is specially adapted to those 
goods, may be able to add for a time nearly the whole amount of 
the tax to their price; and may thus reap very high profits, until 



198 


mCIBEKCE OF TAXES ON IMPOETS ANB EXPOETS 


III, IX, 4. new plant is ready to meet^he increased demand resulting from 
the cessation of the tax. 

We may conclude that no country is hkely to be able to throw 
any considerable part of the burden of her import duties on othem: 
unless, either all her exports consist of things of which she has 
at least a partial monopoly; or she is the only important consumer 
of most of the commodities which she imports from those countries. 
Something yiU be said later on as to exceptional cases of mter- 
national monopoly. 

4. When currencies are based on gold^ there is some ground 
for the opinion that the real cost, to which a country is put 
in ohtabibig her imports hy her duties on them, can he 
measured hy the subsequent movement of her prices. But this 
opinion goes beyond the truth. 

It is indeed true that, as a general rule, exporters are indiffer«i]ir" 
as to the market to which they send their goods; and select that 
which will yield them the best price after paying all the costs: 
and that, if the cost of delivering any commodity in a certain 
market is mcreased by the levymg of an import tax of £1 upon it, 
they will avoid that market until, by makmg the commodity 
scarce in that market and rather more abundant than before in 
other markets, they have raised its price (duty paid) m that market 
by at least one pound, relatively to its price m other markets in 
which there has been no new tax. The ultimate consumer may, 
therefore, be expected to have to pay this pound, together with 
profits on the extra capital required for moving the taxed com- 
modity, by all the dealers through whose hands it passes on its 
way to him. And price statistics show that he has to do so, if 
he has no alternative source of supply. 

This fact affords a prirnd facie case for the conclusion that the 
whole burden of an import tax is always borne by the consumer. 
But such an inference is invahd, because it neglects the con- 
sideration that the purchasing power of money m any country 
is likely to be affected by its tariff pohcy. For taxes on certam 
imports into a country raise their value m that country relatively 
,to things which are not taxed, and one of these is gold. Therefore 
the purchasing power of gold is generally low in a country which 
levies many high import duties ’^and when we know that a certain 
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fiscal policy has raised the price of any given commodliy to a m, ix, 4. 
consumer by, say, a quarter, we hare not got an answer to the 
question how great the burden on him really is. 

Of course, if the taxes affect a small portion only of the country’s 
imports, they will not cause an appreciable substitution of gold 
and other untaxed imports for taxed imports: that is, they will 
not appreciably alter the general level of prices. The taxed com- 
modities will cost more money to the consumer (neanthe frontier) 
by practically the full amount of the tax; and this increase of price 
will indicate a nearly corresponding increase of real cost, because 
the value of money will be but little changed. 

There are ^ also other difficulties besides that connected with 
changes in the purchasing power of money, which resist the 
endeavour to decide by direct observation what is the incidence 
of import duties. For mstance, improvements m production and 
"transport are constantly raismg money incomes relatively to 
prices; and if the influence of such improvements is being felt in 
the same decade m which a tariff is raised, the rise m money 
incomes relatively to prices may be considerable; and yet it may 
be much less than it would have been if the tariff had not been 
raised. No doubt the influence of this disturbing cause can be 
partly eliminated by comparing the movements of incomes 
relatively to prices m countries in the same industrial phase, 
whose tanffs have not moved in the same direction. But, not to 
mention the difficulties of obtaining such statistics, they cannot 
be interpreted without taking account of the different influences 
which are bemg exerted in different countries by education, by 
wise and thrifty household management, and by the development 
of latent natural resources through the spread of railways and 
otherwise. A thorough study of these problems in relation to 
actual conditions would be an arduous undertaking, and never 
complete. For almost every decade brings important changes in 
some of these conditions. 

It must suffice here to indicate general grounds for the con- 
clusion that a country cannot expect to throw any considerable 
share of the burden of her tariff on other countries, unless she is 
in a position to dispense with a great part of the goods which she 
imports from them ; while she is at the same time in the possession 
of such lllrge and firmly established partial monopolies, that those 
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III, II, 4* couiitries canEot eas3y dispense witli any considerable part of 
tiieir imports from her. So far as the latter condition is concerned, 
we have seen that England was in a strong position early in last 
century: but not even America is in a strong position in regard 
to it now; and every other country is m a weak position. No 
doubt the British Empire would be m a strong position, if the 
tanfis of its component parts could be arranged on the same 
general plan^: but their industnai resources and their needs are 
so diverse, that no near approach to such a result appears possible. 
This matter however belongs to a later stage of our inqmry. 
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IXCIBEXCE OF TAXES OX BIPORTS AXD 
EXPORTS, COXTIXUED 

L The 2'>resmre of taxes on a eomttrfs exports^ whieh are m, x, 
levied at thefranthrs of oth^r connfties, increases more than 
mprojmrtion to their nmnher and intensify. Also Western 
Europe map jmssibly snffcr much from import duties on 
manufaetureSf levied in countries from irkick she draws large 
supplies of raw materials and food. 

The above argument as to the incidence of a country’s import 
"toLies has assumed that their pressure is not likely to extend far 
enough to deprive other coimtnes of any exports of hers for which 
their need is urgent and their demand inelastic This assumption 
implies that other countries, whose resources are similar to hers, 
keep their markets fairly open. Of course it is conceivable that 
nearly all countries, which can supply the world's demands for 
some group of products, might concurrently levy such high duties 
on their imports as very greatly to restrict their trade • in that case 
the supply of that group of products in world markets might be 
very smaE and inelastic. [The elasticity might conceivably be 
less than unity, and a stage might be reached at which a further 
diminution of the supply would increase the aggregate amount 
of the goods, for which they can be marketed^.] 

Sparsely peopled countries are seldom brought near to such 
a danger. For densely peopled countries wEl be always ready 
to exchange manufactures and other fine products for raw 
material and food ; and therefore sparsely peopled countries are 
not at all likely to find their market for crude exports so narrowed, 
that they will be forced to accept %mry hard terms of interchange 
in order to procure a sufficiency of machinery, etcT, to meet their 
more urgent needs. 

Xor is this danger likely to be brought upon densely peopled 
countries in the near future by the concurrent imposition of heavy 

^ This case is more otinous than impczstent: bat it is worked out m Appeadix 

j.e. 
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III, X, 2. import duties on manufactures by sparsely peopled countries. For 
many new countries are still in urgent need of capital: and they 
cannot afiord to divert much, of it from developing their abundant 
resources to setting up modem steel and other industries, which 
might absorb several hundred pounds worth of capital or more 
for each person to whom they give employment. Consequently, 
many manufactured products will long continue to be imported 
on a considerable scale, even into the more highly developed new 
countries. And, though the world is being quickly peopled up, 
there will long remain large areas m which there are few highly 
organized industries; so that their doors must be kept fairly open 
to many western products. The capital which has-been put at 
their disposal by old countries is already so vast, that, even when 
they have become able to produce their most urgently needed 
manufactures for themselves, they will still be forced to esport 
crude goods, m order to pay mterest on their past borrowingsr’^ 

After many years have passed, however, they may have bought 
back most of the securities, which have been marketed in Europe : 
and then those lands, which still have raw products to sell, will 
have the upper hand in international bargams. Acting con- 
currently, whether by mutual agreement or not, they nught be 
in the possession of an unassailable monopoly; and any taxes, 
however oppressive, which they might impose on the products 
which densely peopled countries ofier to them, would then be paid 
mainly by those countries. It is this consideration, rather than the 
prospect of any immediate danger, which seems to give cause for 
regarding with anxiety the future of densely peopled countries. 

2. Some differences beticeen the interest of an old country 
and that of anew country in the development of external trade. 

There is at present a strong contrast between ^^old” industrial 
countries and those “new” countries, in which men of vigorous 
European race are appljdng advanced methods in production. 
An increase in the population of a Western European country 
adds little to their command over the most efficient apparatus, 
and the most advanced methods of agriculture, manufacture, and 
‘traffic: and it is likely to compel them to press manufactured 
^ products on markets of countries not yet Mly developed, in order 
1 to satisfy their own ever-growing need for raw materials! 
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On tlie other hand, an increase m nnmberof Entopeam who are iii, x, 2. 
settled in new countries, where the resources of Xature are large 
and those of men are small, tends to increase the prosperity of 
both old and new countries. Old cotmtries gam by a broadenmg 
of the markets in which they can profitably dispose of n.aiiiiiactiires, 
which are produced the more easily, the larger is the scale on which 
they can be marketed: and new countries gain by the resources 
which their external trade supplies for makmg grea| trunk roads 
and railroads, and for developing harbours. A great obstacle to 
this trade would be injurious to both old countries and new: it 
would deprive old countries of many comforts and some luxuries, 
and would make hfe harder: and it would deprive new countries 
of some comforts and many luxuries, which now bnghten their 
lives and stimulate their thoughts. But the lelatively small 
obstacle to such trade, which is set by costs of long distance 
rlt^nsport, and by difficulties of communication generally, is not 
an unmixed evil. It is well for new countries that they are prompted 
to supply simple manufactures for themselves and it is well for 
the world that men of vigorous and enterpnsing faculty are in- 
duced to spread themselves over the large areas of rich natural 
resources, which are as yet undeveloped 

The countries of Western Europe might of course suffer a good 
deal from a great increase in the taxes, already rather high, which 
nearly every mdustrial country imposes on imports of manu- 
factures. For they might then be unable to market abroad any 
great quantity of those refined machines and other implements, 
for which there is httle demand except in advanced countries; 
and, therefore, be somewhat restricted m the economies of pro- 
duction on a large scale m this specially educative group of 
manufactures. But their own markets would afford scope in 
almost every branch of such work for several large estabhshments : 
and therefore their loss under this head, might not be very great. 

They would give more attention to products suitable for sparsely 
peopled countries; which would be able to supply such crude 
mineral and agricultural products as they need. TChcy would be 
able to draw imports of raw products as interest, etc., on external 
investments, without forcing exports over frontiers obstructed by 
heavy duties in order to pay for them. 
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III, X, 3 3* Arguments in favour of export dtities m products of 

which m mimtry has a monopoly have seldom much force in 
practice* 

In earlier times, wten transport was difficult and costly, a 
country with large agricultural resources could often obtain an 
almost monopoly-price for some of her exports to a neighbouring 
industrial district, which had no good communication by water 
with other exporters of such produce. But now, an export duty 
on staple agricultural products is opposed by growing facilities 
for long distance transport, which prevent any place from main- 
taining a “neighbourhood monopoly’’ of them. Moreover, those 
countries which are large exporters of them, are sparsely peopled, 
and dependent for their own development on railways and other 
means of communication; and these, in their early stage, tend to 
yield an Increasing Return after the manner of manufacture, 
rather than a Diminishing Return after the manner of agiF 
culture in a densely peopled country. Thus, even the argu- 
ments, which may be advanced from a purely abstract point of 
view m favour of export duties on them, seldom have much force 
in practice. ^ 

Many countries of the New World levy duties on nearly all their 
imports from the Old World; and these tend to some extent to 
affect the terms of their foreign trade in the same way as would 
general export duties; but their demand for many of these imports 
is so urgent that they could not afford, even if they had the power, 
to restrict their trade so far as to make their exports scarce in 
European markets: they are hindered from such action by the 
inadequacy of their material and human resources for many large 
branches of production; as well as by their obligations to pay 
interest to Europe for capital already supplied for the development 
of their land. 

The stinting of the exportation of the products of particular 
industries, caused by special taxes on them, slightly injures home 
consumers of foreign goods generally; and slightly benefits other 
home industries that work for exportation. Export bounties (as 
contrasted with bounties on production for home and foreign 
consumption alike) are specially attractive to the industry that 
receives them. But their cost to the country, that gives them, is 
very heavy. The home consumej of the favoured goods'is taxed 
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twice: once in order to provide the bounty; and once in the price iii, x, 4 
which he pays for the goods. 

The influence exerted by export duties on prices is on the sanae 
lines as that exerted by import duties; but in the opposite direc- 
tion. It being assumed that gold is exempt from the duties, they 
tend to make it profitable to substitute the export of gold for 
that of the things the exportation of which is taxed; until the 
Jail of prices at home has reached far enough to enable the taxed 
exports to be sold profitably abroad (though in smaller quantities) 
after the tax has been paid. Meanwhile, the spread of the fall of 
prices to untaxed exports, enables them to push their way in 
foreign markets, and fill up the void that has been made by the 
dechne of taxed exports: but such results never reach very far 
in practice. Of course export bounties on particular goods tend 
to promote the importation of the precious metals (except m a 
iXr^ntiy which has a paper currency) and thus to raise very 
shghtly the general level of home prices. But subtleties of this 
kind have little general interest. 

4. The irregidarity of the immediate results of a new im- 
port duty and the evils of frequent changes of any hind in 
import duties, are increased by the strong reasons which 
particular groups of producers or traders may have for 
preferrhig a temporary lowering of their price to a sudden 
diminution of their sales. 

The most deepset and powerful causes of unevenness in the 
immediate effect of an import tax are often to be found in the 
widely differing lengths of time required by different industries 
for adjusting the processes and appliances of production to new 
conditions, and in varying intimacy of connection between pro- 
ducers, merchants and ultimate purchasers in different industries 
and branches of trade. 

The producer does not, as a rule, set himself to obtain exactly 
the same rate of profit on all classes of goods, or even on the same 
classes of goods, in all markets or in all conditions of the same 
market. But he seldom accepts a price so low that it would barely 
remunerate him, if he only considered that particular bargain: 
for his business has many general expenses, which must be covered 
in the long run; and each tran-saction generally bears its share 
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in, X, 4 of them, la other words, the cost of productioa which controls 
value in a competitive market, relates to whole processes, rather 
than to particular things. In regard to the particular markets or 
parts of markets with which any producer or merchant has 
estabhshed a stable connection, whether at home or abroad, he 
endeavours to adjust sellmg price to total costs of his business in 
such a manner, that he shall not tempt new competitors to push 
their way into Ms pecuhar market from outside, or to rise up 
within his markets: his purpose is so to manage his busmess that 
it will yield Mm, in the long run, the largest aggregate net profits, 
wMch are consistent with tMs condition. He derives something of a 
partial monopoly from the knowledge wMch he has of those with 
whom Ms busmess is chiefly transacted, and wMch they have of 
Mm, and from the adaptation of Ms plant, Ms stafi, and the 
organization of Ms busmess to their special needs, habits and 
tastes. And therefore other men with equal capital, energy aitd 
general ability, but without these special advantages, could not 
make as good profits as he can, while they are sellmg similar thmgs 
in the same markets at the same price: any more than the estab- 
lished business of a physician or solicitor could be worked at once 
with equal success by another of equal general ability and 
experience, but not in touch with Ms special chentele. Such shght 
partial monopolies are inherent m all competitive busmesses: and 
they are not unlikely to be developed mto strong partial mono- 
pohes by Cartels or other regulative associations, wMch set 
themselves to maintain what they term a fair, or reasonable, 
price; though it may, m fact, ultimately become oppressive withm 
the particular markets wMch they control. 

NotMng can be predicted as to the incidence of a tax levied on 
a completely monopolized product, until all the special circum- 
stances of its production and marketmg are known. Some part 
of the burden of the tax is sure to be thrown on the monopolist; 
because, in so far as he raises Ms price, he wiE lose some of the sales 
on wMch he reaps Ms special monopoly profits, and therefore 
he is practicallj^ certain to avoid raismg it by the full amount of 
the tax. But how far he will be swayed by tMs consideration will 
depend on the rigidity or elasticity of the demand for Ms product, 
and the influence wMch a diminution of its output will have on 
his total receipts and so on. Ajid what is true of a complete 
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monopoly, is trae in a less degree of tlie partial and temporary in, x, 4. 
monopoly wlucli each estabhshed busmess derives from its con- 
nections. A business wiU sometimes pay a considerable part of 
a new tax on its products rather than lessen its sales at once; 
in others nearly every one wiU put almost the whole of it on the 
consumer at once. And, within each industry and trade, there will 
be great differences between different individuals accordmg to 
their varying ages, temperaments and financial strengths. The 
price movement caused by a first impact of such a tax will seldom 
be an even hne : it will be broken and jagged. And almost all that 
can be said certainly about it is, that the total amount of the 
burden of the tax which will be thrown on the foreigner, will almost 
always be small in comparison with the harm which the sudden 
change inflicts on the home industries, which are directly and m- 
directly affected by the unexpected tax. 

This general statement is however liable to some exception 
when a country finds that one of her imports is controlled by a 
foreign monopohstic giant firm, or Cartel, or other regulative 
association ; and that its price is changed frequently and arbitrarily 
in such a manner as to disturb the even tenor of her own industries. 

A still stronger case is that of import duties designed to dimmish 
the more mischievous forms of dumping” foreign goods m her 
markets; that is of selhng them temporarily at prices much below 
their cost of production, with or without the deliberate purpose 
of causing inconvenience to some of her industries. Neither ex- 
perience nor general reasomng affords any good ground for 
supposmg that such special taxes would be so managed as to effect 
their purpose well. The evils, to be combated, become the less 
grievous, the more they emerge into the light under the control 
of a Cartel or other semi-public association Movements towards 
such a control are generally strongest m those industries, in which 
the natural ambition of every enterprismg busmess man to enlarge 
the scope of his undertakmg, is supplemented by the existence of 
additional efficiencies and economies, which are known to be 
attainable by a further mcrease in the size of a busmess that is 
already large. The contemplation of them urges him to extend 
his machinery and appliances generally beyond the limits required 
for meeting the probable demands for his wares within his own 
markets, m ordinary times: and one of his chief resources for 
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III, X, 4 getting rid of Hs surplus production will be to dump it, that is, 
to sell it at less than its full cost of production, in markets with 
which he has no established connection. By this means he 
advertises his business, and does something towards estabhshing 
new connections for it: meanwhile he keeps Ms most trusted 
employees together, and any excess of the price wHch he obtams, 
over that wMch is required to pay Ms out-of-pocket expenses, 
together with wear and tear of plant {not depreciation caused by 
mere lapse hi time), is to the good. He may be spoihng other 
people’s special markets against sales at a remunerative price later 
on: but he is not spoihng Ms own. 

The new markets wMch he seeks may be at home or abroad. 
Home markets may be the more accessible to Mm: but aggressive 
sales m them are hkely to be promptly followed by retahation 
in Ms own special home markets : whereas any retahation, wMch 
is incited by aggressive sales in foreign markets, is likely t^ be 
directed to the general markets of Ms country and not concentrated 
upon his own special connections. 

It is, however, to be observed that dumping on a large scale 
has been most promment m regard to such thmgs as half -finished 
steel products, for wMch there is no organized market in futures ” 
comparable to the great cotton and gram markets; but which are 
yet so far standardized that a producer is not very hkely to have 
a very strong individual mterest in any one market: unless indeed 
it happens to be almost in contact with Ms own works, m wMch 
case he may be as jealous of the intrusion of Ms own countrjunen 
as he is of the foreigner. For an industry which makes half- 
fimshed goods, suitable for many uses, can form new connections 
more easily than one wMch makes Mghly finished goods for which 
there is no very large market anywhere, and in regard to wMch 
each country has special reqmrements’ tMs peculiarity of half- 
finished goods IS mdeed a cMef cause of the predommant position 
wMch Cartels in half-fimshed iron and steel products have held 
in international trade, they have exceptional mducements towards 
sellmg more cheaply abroad than at home, and also exceptional 
facihties for doing so^. 

In regard to such goods, any shiftmg there may be of the burden 
of an import duty from consumer to producer is apt to come 
^ See my Industry and Trade, III, ix, s. ^ 
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fitfully, as do nearly all changes that are largely under mono- in,x,4. 
polistic control. The motives by which they are governed may be 
closely reasoned; but the reasons are not always accessible to 
the pubhc, and they often appear arbitrary. And yet, though 
fitful, they are orgamzed; their details present not a jagged front 
but an even front, like that of a disciphned regiment. The volume 
of international trade that is thus ngidly controlled is large; and 
it is increasing, though with uneven steps. The volmne of trade 
which is controlled by less rigid associations and understandmgs 
is perhaps equally large, though of course no certain and definite 
information is to be had with regard to it. But, though the matter 
is not wholly free from dispute, it will appear that these two groups 
of trade, the strictly regulated and the partially regulated, are 
very much less than a half of the whole : and it seems certain that 
though often despotic m regard to particular incidents, the broad 
pohoy of the dominant groups is controlled by, more than it 
controls, the multitudinous resources, contrivances and inchna- 
tions of small men. It is obvious that mternational dumping is 
more hkely when once detected, to be proclaimed aloud: it seems 
probable, therefore, that domestic dumping is at least as large 
in the aggregate as international, though opinions differ greatly 
as to the extent of each: and it is certain that the main incentives 
to dumping, and the technical problems raised by it, are sub- 
stantially the same in domestic and mternational trade. 



CHAPTEE XI 


niPORT DUTIES DESIGNED TO FOSTER 
PARTICULAR DOMESTIC INDUSTRIES 

' III, xz, 1 . 1 . Introductory observatiom. 

Tlie matters to be considered in tks chapter may be regarded 
from two points of view. First, it may be questioned whether taxes 
adjusted to the purpose of directing labour and capital into in- 
dustries, which claim to be of exceptional importance to a country, 
are hkely to be beneficial, on the assumption that they will efiect 
their purpose without inflicting on the country a cost greater than 
the gain to the country, which would result from the ultimate 
success of the pohcy. And secondly, it may be questioned whe1!her 
this gain, if achieved, would outweigh the evils likely to be caused 
by the diversion of energies from large legislative and adminis- 
trative work, which already presses heavily on the supreme Govern- 
ment of a great State and on its officials. It is proposed to say 
something on the second of these questions in a compamon volume 
to the present. Here we are concerned only to mquire into the 
advantages and disadvantages of taxes designed to foster par- 
ticular home industries, without special reference to administrative 
expenses which would be incurred in their collection^. 

Some of a country’s industries, being inconvemently pressed by 
the competition of imported products which rival their own, may 
claim defence agamst this pressure by taxes on those products. 
Such duties are called ‘‘protective ” : they do protect the particular 
domestic industries concerned against competition which is in- 
convenient to them; and that is a matter of some importance to 
the nation as a whole. But such competition sometimes affords 
the only effective protection which the people generally have 
against unduly high prices for the products of those industries. 

It is conceivable that the protection, which such taxes give, 
is of greater national benefit than the protection which they 

^ Something has been said m Appendices B — G of Industry and Trade on 
England’s early attitude towards external trade; on the policies in regard to that 
trade which were enforced by the Mercantihsts; and on more recent phases of 
mteimtional trade policy m Britain, Germany, and America. 
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destroy. That has perhaps been the case in regard to some taxes, iii, xi, 2. 
which have defended nascent industries m countries, which have 
had but little experience m manufacture by modern methods; 
and but scanty supphes of free capital. 

2. Some general considerations as to the incidence of taxes 
on imported goods of hinds that compete with home products 
which are not subject to like taxes^. 

A tax on the importation of anythmg which can be produced 
at home acts in protection of the corresponding home industry, 
unless it is balanced by an eqmvalent tax on domestic products: 
and if the tax*is levied unequally on similar products coming from 
different sources, it becomes what is commonly called a Preferential 
tax. In either case, but more especially in the latter, pohtical 
considerations are intermingled with those which are ''economic” 
in the narrower uses of the term; and sometimes even they get 
the upper hand. 

A tax on an imported product, which is not balanced by a 
corresponding tax on similar domestic products, is a differential 
tax: and is therefore wasteful. The objection to it does not arise, 
as IS sometimes thought, from the fact that it is a tax on an import : 
on the contrary, that fact tells in its favour. It is open to objection 
only on the ground that it is a discriminating or differential tax. 

Every such tax is necessarily wasteful if it involves the diversion 
of demand from an easier to a more difficult source of supply, 
though, of course, it may have political or even indirect economic 
advantages which outweigh that waste. The waste may be illus- 
trated by a simple case. Freshly quarried building stones are often 
soft, and can be worked roughly into shapes for their final use 
with but httle effort. The Masons’ Union at one time insisted that 
all the shaping work should be done at the place at which a stone 
was to be used, thus doubhng or trebling the effort, and therefore 
the cost, of the rough part of the work. 

That rule in effect imposed a differential tax on the most 
efficient method of production: and the general objection to an 
import duty levied on things, which can be obtained from abroad 
more easily than they can be produced at home, is that it raises 

^ This section is, in the mam, reproduced fiom a contribution to After *War 
ProUeTM, edited by Mr W, H. Da'wfon. 
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III, xr,2 the total cost to the people of their supplies of those things, while 
the Eevenue reaps comparatively httle gain from their sacrifices. 
The Exchequer, with hunger but little appeased, is hkely to attack 
other imports. 

A duty on an import prejudices in some degree, not only those 
who desire the foreign product for any reason, but also all those 
who are engaged in production for export. Other things being equal, 
a diminutioi^ by £10,000 of the imports, which any merchant finds 
it advantageous to take into Britain, diminishes the demand for 
bills on other countries to the amount of about £10,000. That is 
to say, it tends to cause British producers for exportation, together 
with the shipowning and other mercantile houses associated with 
them, to curtail operations to the extent of about £10,000. A tax 
on imports, which rival the products of a British industry, doubtless 
stimulates the activity of that industry, enabhng it to give in- 
creased employment, temporary or permanent, to the wor-king 
classes and others, and increasing its command of the economies 
of production on a large scale But, at the same time, it tends to 
dimimsh to about the same extent the activity of other British 
industries: and it narrows, temporarily or permanently, the range 
of the emplojment which they afiord, and their command of the 
economies of production on a large scale. 

The argument that taxes on a country’s imports tend to alter 
the terms on which she obtains them, slightly in her favour, 
deserves more consideration: but it has been shown to be of httle 
importance in regard to general trade, except m the case of a 
country nearly the whole of whose exports are without efiective 
rivals anywhere else. It has also been shown that there are a few 
cases in which a great part of the burden of an import duty can 
be thrown on the foreigner; though they amount to very little 
in the aggregate^. 

When producers in one country have set themselves to cater 
for the special requirements of another, and to build up com- 

^ Of course there is no adequate basis for the argument sometimes put forward, 
that since merchants are not generally wilhng to accept a lower net price, after 
paying freights, taxes, and all other costs m one country than another, therefore 
consumers m a country which lewies a tax on an import must pay that tax m full 
For this argument neglects the fact that the general purchasing power of money 
in a country with high import duties is lowered by those duties, so that the real 
values that her people give m return for the foreign goods, which they consume, 
are a httle lower than is suggested by^he high prices which they imy. 
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mercial connections with it, they may go some way towards 
meeting any import duty that is suddenly sprung on them, uctil 
they have made other arrangements for utilizing their resources: 
and such action may give rise to the opinion that a considerable 
part of the burden of an import tax falls on the forejgn producer. 

Similar strategies succeed temporarily m every branch of dealmg: 
but they are bad business m the long run. A country, which 
earned the reputation of suddenly raising particular import 
duties, would find others slow to accommodate themselves to 
her wants. 

Another case, in which an import duty is largely thrown on a 
foreign producer, is that of a particular brand of thread or the 
supply of petroleum in a particular market, which yields monopoly 
profits high above the normal. Such profits can be annexed, in 
part at least, by the tax-collector; and his success in regard to 
them is frequently quoted as affording a general argument m 
favour of differential duties on imports, but the tax on such im- 
ports is not a differential tax, since there is not any efficient 
substitute for them. 

It is indeed sometimes argued that imported goods do not pay 
their share of the general taxation of the country as home pro- 
duce does; and that therefore they compete at an unfair advantage 
unless they are taxed on importation. But the English manu- 
facturer of products for exportation would pay a double set of 
taxes, if the foreign products for which his goods are exchanged 
had to pay a share of the general taxes of the country; while goods 
which are made for home consumption pay only a single share. 

For, the taxes paid on importation would have to be deducted 
from the proceeds of the sale of his goods abroad, before any profit 
could be reahzed. 

3. Britain's adoption of a liberal trade policy in the rfiiddle 
of the nineteenth century'^. 

At the very time at which British statesmen were preparing 
the way for uncompromising Free Trade, Britain^s exports con- 
sisted to so large an extent of things of which she had some partial 

^ The greater part of the remainder of this chapter is reproduced from a 
Memorandum on the Fiscal Policy of International Tiade, by the present writer, 
which was printed as a “White paper” by order of the House of Commons, under 
the mark S'^l of 1908, • 
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III, XI, 3. monopoly, ttat she might hope then — as she cannot hope now — 
to throw on foreigners a considerable share of the burden of her 
import duties. It is further to be noted that British economists 
did not condemn all import duties, but only those which were 
levied in an inconvement way, such as duties on raw material; 
or were unjust, such as those which pressed heavily on the poor; 
or, lastly, were differential. (As stated above, differential taxes are 
taxes levied^ exclusively or with special weight on commodities 
which are produced in certain places or by certam methods, or 
are imported by certain routes or m certam ships; while other 
commodities, capable of serving more or less well the same needs, 
are treated differentially, and escape the tax in whole or in part.) 
They objected to a differential tax that it set consumers and traders 
on evasions, either by substituting for the taxed commodity some 
other which was less serviceable, but not taxed, or by obtaining 
the commodity m part from some other and more costly source 
of supply. In so far as either of these substitutions was made, 
the consumer was prejudiced, and the revenue gained nothing: 
it was only in so far as the tax was not evaded that the revenue 
gained all that the consumer lost — subject to deductions for cost 
of collection, etc They found that in a few exceptional cases, such 
as tea, coffee, tobacco, etc., there was very little evasion (unless 
by smugghng), and therefore little waste. But they found by a 
study of detail, and not by any general or d fnor% reasoning, that 
in the case of all commodities for which the Enghsh climate was 
smtable, or for which inferior substitutes could be obtained, the 
evasions caused by a tax were very great, the waste was in fact 
so great as to exceed many times the small part of the burden of 
the tax which could be thrown upon foreigners. They therefore 
advocated the abohtion of all such taxes as contrary to the prin- 
ciple of economy m taxation; urging that the importation of goods, 
which can be produced at home, does not in general displace labour, 
but only changes the direction of emplojunent. They recognized 
that any violent change is, to some extent, an evil; and there is 
a strong prifm facie possibility that if the business men of a 
country, when left to follow their own judgment, decide that it 
would be more costly to make certain goods at home, than to 
import them in exchange for other home-produced goods for which 
there is a foreign demand, theif judgment is likely ter be right; 
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provided they look far ahead and are not biased either by their iii, xi, 3 
own interests, or by nnwilhngness to strike out new paths. 

Unfortunately, however, when those in the industries, with 
which the imported goods compete, set themselves to persuade 
the pubhc and Government that a protective import duty should 
be levied on them, private interests have a strategic advantage 
in competing with those of the pubhc; for it is possible to point 
to the particular places in which additional employment would 
be given by the tax. It is easy to find out the particular employers 
and workmen whose profits and wages would be raised by it; to 
invite the employers to subscribe to a campaign fund’’ on its 
behalf, and to urge both employers and employed to exert aU the 
pohtical influence, direct and indirect, which they possess, in 
putting pressure on the Legislature in their favour. Good strategy 
prompts that as much as possible of the argument and appeal 
in the special interests of any one industry should come, not from 
those who have a direct stake m that particular industry, but from 
others who have an understanding with them. 

Those who cared more for the weU-being of the masses of the 
people than for class interests or for pohtical power, found them- 
selves m a diflS.cult position. For they knew that such taxes must 
lessen employment and lower real wages in the aggregate; and 
that those industries which gained by the taxes would gain at the 
expense of a greater aggregate loss to other industries. But yet 
they could not always point out the particular industries winch 
would sufler most, while the far more numerous workers, who had 
nothing to gain by such taxes, had seldom any organization and 
were not vocal. Thus the benefits of such taxes, because easily 
seen and described by persons who could easily make themselves 
heard, were apt to count at the polhng booth and even m the 
counsels of statesmen of upright intentions, for more than the 
evils. For those evils, though greater in the aggregate, were less 
easily seen; and they did not directly appeal to vocal classes. 
Fortunately for the success of Free Trade, many of the protective 
duties then levied were fll-chosen; they pressed omraw materials, 
and thus hmited emplojmaent m a conspicuous way: and the evils 
of one of them — ^that which fell upon the staple food of the people 
— ^were palpable enough. But this accidental gam has somewhat 
diverted aittention from the general argument, by which economists 
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III, n, 3. proved that protective taxes lessened rather than increased the 
aggregate employment, wages, and profits. 

The argument starts from the fact that employment in making 
a thing is not provided by the mere desire to have it, but by that 
desire combined with the appliances for making it, and the means 
of supporting those at work. The older economists expressed 
themselves badly, and laid too great stress upon the capital stocks 
of machinery, raw material, food, etc.; whereas more recent 
economists lay greater stress on that net inflow of new supplies 
of food, raw material, machinery, manufactured products, etc., 
together with personal services which constitutes the national in- 
come or dividend. This change of emphasis is very important m 
some connections, but not in regard to the particular pomt now 
in hand. Then, as now, the basis of economic doctrine was that 
the source of aU wages and profits (as well as rents) was in the 
aggregate efficiency of national production; things obtained from 
foreigners m exchange for recent exports, or as mterest on exports 
loaned m earher years, bemg counted m place of the said exports. 

They argued that whatever mcreases this total efficiency of 
production increases that aggregate supply of goods (of past and 
recent make) which affords employment and mcome (wages, 
profits, and rent) to the various classes of the nation, 

Further, if goods which can be produced at home are yet 
imported freely from abroad, that shows that they can be got 
generally at less cost by makmg other thmgs with which to buy 
them from abroad than by the direct method of making them at 
home. There may be exceptional cases in which goods are sold 
with but httle attention to cost of production; and there may be 
other cases when a home industry is temporarily disorgamzed, 
and it is reasonable for the pubhc to incur some sacrifice for its 
relief. But such cases, because exceptional and on a small scale, 
have little relevance to this broad issue 
Therefore a tax which puts obstacles in the way of the importa- 
tion of thmgs, which consumers prefer to buy from abroad, does 
not enlarge employment or raise wages, it is not m the interest of 
producers.’’ It is sure to be in the mterest of some producers 
(if among producer are counted landlords and other owners of 
natural sources of production) But it is sure also to injure other 
producers more than it benefits J;he favoured group; l:i^cause it 
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lessens the aggregate flow of desirable things, available as a basis m, xi, a 
of employment and for distribution among the various classes of 
the nation 

This fundamental truth is, of course, not inconsistent with the 
counsel that, as the prudent husbandman puts seed-corn into the 
earth, so a nation should be ready to sacrifice something of present 
income m order to develop industries which are immature, and 
perhaps exposed to the competition of others whicji are strong. 

But this counsel had little apphcation to England, because her 
industries were relatively mature: it will be considered later on. 

The founders of our present system had to combat the objection 
that, thougluFree Trade might be for the advantage of all nations 
if adopted by all nations, it was a mistake to open Enghsh ports 
freely, unless and until foreigners would reciprocate this generosity. 

To that two replies were made. The first was that foreigners would 
certainly adopt England’s policy as soon as they saw how suc- 
cessful it was The events of the next few years gave some support 
to this hope But it was based on a misconception of the position. 

It Ignored the facts that protection to immature industries is a 
national good; and that, though this good may be bought at too 
great a cost, it would have been foolish for nations with immature 
mdustries to adopt England’s system pure and simple. 

The second answer was sufficient by itself, and was complete 
without a flaw. It was that if, in spite of taxes levied by other 
nations on her goods, she could get goods in exchange for her ova 
at less cost than she could make goods hke them for herself, it 
was in her interest to do so. Of course, here again there might 
be exceptional cases. It might be possible to retaliate by taxes, 
a part of the burden of which would be borne by foreign con- 
sumers of Enghsh goods. But it was wisely decided not to try 
for such small gains. 

A suggestion of more practical importance was that the re- 
mission of taxes on goods coming from any country should be 
made conditional on the lowering of the taxes levied by that 
country on English goods. This course was adoptee? m some cases. 

But it was not m harmony with that bold and large comity, on 
which England’s leadership in industry and trade was being 
developed. 



218 BIPORT BUTIES IN FAVOUR OF SPECIAL INDUSTRIES 

III, XI, A 4. Protection to a nascent huliistry in a country^ where 
capitalistic resources are scarce^ is not necessarily unreason- 
able, But in fact the greater part of such Protection is 
commonly retained after the industry has already enjoyed a 
long and prosperous life. 

Taxes on imported manufactures are convement sources of 
revenue in sucli a country as Brazil, wliose conditions make the 
collection of .revenue over the large inland area difficult, while it 
can be easily collected at her ports. And a Protective tax, which 
helps a young industry to develop its latent strength, may be in 
the interest of an imdeveloped country, even though the tax must 
inevitably do some hurt to those few of her mdustnes which are 
manufacturing for exportation. For the energy developed in a 
few high-class progressive mdustnes may spread over a great part 
of the mdustrial system of the country, just as an iron screen, 
which concentrates the whole draught of a chimney on a small-part 
of a nascent fire, may generate an mtense local heat, which spreads 
and pioneers the way for a broad, strong fire. But neither of these 
arguments apphes to an old manufacturing country. 

Britain’s area is small relatively to her population: and coal is 
the only raw material, of which she exports any considerable 
quantity. She owes indeed much of her advantage as an exporter 
to the ease with which goods from all parts of the world can be 
used in each of her manufacturing districts. No country would 
lose nearly as much as she would from being unable to use foreign 
half-manufactures freely, unless drawbacks could be got easily; 
and no people, other than those of her own kindred, would resent 
so much the trouble and friction mvolved in gettmg petty draw- 
backs on small things. This is all the more important because 
many thmgs which are ‘^completely manufactured,” even m the 
narrowest use of the term, are wanted by manufacturers for export 
as implements or auxiliaries of their work. 

It may be admitted that there is some force m the claim that a 
Protective tarifi is needed to aid giant biismesses in estabhshmg 
a complete standardization on the most advanced modern model. 
But many of the most important econoxmes of production on a 
large scale are those which belong to a compact industrial district, 
such as Lancashire : for then the productions of many correlated in- 
dustries for sale at home and abroad work into one another’s hands. 
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Of course, tie ultimate incidence of a tax on imported goods iii, xi, 4 . 
depends in part on the extent of the educative influence which 
may be brought by it to bear on the industrial classes of a nation 
to devote their energy to tasks, for which they have adequate 
resources and opportunities: but m which they nevertheless lag 
behind the best practice that can be found elsewhere. To the 
extent to which a tax efiects this result, its pohcy cannot be 
judged on merely economic grounds. Occasionallj it may be 
concluded that, when no other means are available for bringing 
national resources to the aid of a particular backward industry^ a 
State may act wisely and rightly in subsidizmg it at the expense 
of the population at large. When directed to this end, a tax may 
conceivably be for the national interest, even though it somewhat 
lessens for the time the material wealth possessed, or the material 
comfort enjoyed, by the population as a whole. But, in fact, those 
who-^an speak with the fullest knowledge on the technical side 
of such a question, are likely to have a strong personal interest 
in its receiving an answer that will increase the demand for their 
services: and arguments in favour of such taxes need to be 
scrutinized with exceptional care, even when they come from 
able men of the highest character 

I was so much impressed by those arguments of Carey and his 
followers, which had found scarcely any echo in English literature, 
that I went to the United States in 1875 to study the problems of 
national industry and international trade from the American point 
of view: I was prepared to learn, not mdeed that the American 
system was applicable to England, but that it might contain ideas 
capable of adaptation to Enghsh conditions. 

I came back convinced that a Protective policy in fact was a 
very different thing from a Protective policy as painted by san- 
guine economists, such as Carey and some of his followers, who 
assumed that all other people would be as upright as they knew 
themselves to be, and as clear-sighted as they believed themselves 
to be. I found that, however simple the plan on which a Pro- 
tective pohcy started, it was drawn on irresistil^y to become 
intricate, and to lend its chief aid to those mdustnes which were 
already strong enough to do without it. In becoming intricate 
it became corrupt, and tended to corrupt general politics. On the 
whole, I tliought that this moral^harm far outweighed any small 
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III, XI, 4 net benefit whicli it migM be capable of conferring on American 
mdustry, in tbe stage in wMch it was then. 

Subsequent observation of the course of politics in America 
and elsewhere has strengthened this conviction. It seems to me 
that the policy adopted in England eighty years ago remains the 
best, and may probably remain the best, in spite of increasmgly 
rapid economic change, because it is mot a device, but the absence 
of any device. A device contrived to deal with any set of con- 
ditions must become obsolete when they change. The simphcity 
and naturalness of Free Trade—that is the absence of any device 
— may continue to outweigh the series of different small gains 
which could be obtained by any manipulation of tariffs, however 
scientific and astute. 

We may pass to consider some of the changes which may be 
urged as affording a pnmd facie case for reconsidermg the fiscal 
pohcy adopted by England eighty years ago. 

It is commonly charged agamst the Enghsh economists and 
statesmen of that time that they had an undue distrust of Govern- 
ment. They certamly did distrust Government as they knew it; 
but it is not certam that they were very wrong in doing so. 
Government at that time was, mdeed, less corrupt and incapable 
than it had been when it evoked the wrath of Adam Smith: 
insomuch that he demed, not as is commonly supposed, that there 
were many important thmgs which Government might undertake 
to do, but that it was at all hkely to perform efficiently many 
important duties Even after the great Eeform BiU, Government 
remained largely under the dominion of the less enlightened and 
impartial members of the well-to-do classes; and it discharged 
very imperfectly those urgent duties which none but the Govern- 
ment could perform at all There was, therefore, little to be gamed 
by urgmg it to take up tasks m which private enterprise and philan- 
thropy could make some headway. 

Smce then, shorthand reportmg, the electric telegraph, and the 
improved printing press have given strength to the general move- 
ment towardsThagher ethical standards, which has been steadily 
cleansing Parhament, and invigoratmg Governmental departments. 
And, m England, this tendency has been further strengthened by 
the influence of Free Trade m diminishing the money value of 
political power— an influence wjtiich would probably Jiave been 
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partially reversed, if success had attended the Fair Trade move- iii, xi, 4, 
ment of thirty years ago, or should attend the similar present 
movement for Tariff Reform. 

The Umted States, Germany, and other countries have ad- 
vanced rapidly in industrial efficiency; and their growing wealth 
has enabled them to consume very largely mcreased quantities 
of all those goods which Britain is specially expert in producing, 
and also to produce many goods which are serviceable to her 
either for direct consumption or for use m her industries: their 
progress has thus improved her position in many ways, while 
injuring it in others. 

But, of course, old countries cannot in any case expect to grow 
as rapidly as those which are only just beginning to develop some 
of the best of their resources. Still less can they hope to do so 
if some of their own best mineral and other resources are running 
short By far the larger pait of whatever relative retrogression 
Britain may be showing, as compared with the United States 
and Germany, is directly traceable to their recent development 
of great natural resources; which had previously not been worked 
intensively. 

The United States, indeed, present a unique combination of 
agricultural and mineral riches in a temperate climate, developed 
by a mixture of races of great energy and alertness. She possesses 
a good chmate; and large areas, yielding generous returns to 
labour in the production of staple foods and textile materials, 
together with coal or water power, and minerals. In all these 
respects, excepting climate and coal, the Umted States is incom- 
parably better supphed than England is; and m the earher stages 
of nearly every great branch of her production, labour of a given 
efficiency will go much further than in England — in some cases 
more than twice as far. The best Enghsh ideas have nearly always 
been accessible to Americans. When, early in the eighteenth 
century, England took great pains to prevent the exportation of 
her best machines, the manufacturers of Europe set themselves 
to smuggle the machines or drawings of them eut of England 
piecemeal and under various disguises. But the prouder Americans 
inquired exactly what was the operation which a machine took 
over from the human hand, and then devised one for themselves; 
and it sometimes turned out better than the English one. Foreign 

\ f ° ^ 
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in, xr, 4* trade^ tiierefore, is not necessary to the United States. Her 
domestic trade is richer than that of the whole Western world 
was when she achieved her independence. Protection could not 
do her very much harm : and it is probable that the help given by 
her to a few industries, which really needed help, about compen- 
sated for the economic loss (but not for the moral injury) caused 
in other directions by her Protective pohcy * and in fiscal matters, 
as in others^ the techmque of her admmistration has been ex- 
cellent. 

It has been suggested above that the Protective policy, which 
Germany adopted, hindered rather than helped the use which 
she has made of the high industrial energies of a population very 
much greater than that of the Umted Kmgdom. If we take coal 
and iron together, and remember that rich beds of inferior iron 
ore withm and near her frontiers have been rendered avail- 
able for making steel by rather recent inventions, her mineral 
resources are seen to be rich and large The ocean routes from her 
ports are mdeed a little longer than those from British ports; 
but even m this matter there is some compensation; because her 
ships can make up their cargoes m convement ports of Holland, 
Belgium, Prance, and Britam, and she has almost exclusive access 
to large areas of Eastern Europe which are ready to use Western 
goods, but are not yet ready to make such goods themselves; and 
she is able to send hght goods to them in through railway wagons 
cheaply and quickly. A great part of her external trade is with 
these countries; and it is due to advantages which scarcely any 
fiscal pohcy could destroy. 

Germany, hke the Umted States, owes much of her strength 
to the large population withm her own borders, among whom 
there is now absolute free trade. One of the chief causes which 
retarded her rise was the fact that Prussia, the largest and most 
vigorous German State, was not a compact unit, but a number 
of disjointed fragments divided from one another by artificial 
frontiers. The ZoUverem, foUowmg an earher Swiss, and a stiU 
earlier French, ^'precedent, was one of the most important move- 
ments towards free trade that the world has ever seen. It abolished 
in every direction artificial hmdrances to the ‘"simple” and 
“natural” tendency of each man to deal with those persons who 
are best able to meet his wants p, return for his meeting theirs. 
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It stopped the laborious passing of goods m bond from one in,xi,4 
Prussian ‘'island’^ to another; it put an end to vexatious im 
quiries, and diminished the labour of custom-house officers. In 
short, its influence was partly in the opposite direction to that 
which would be exerted by the commercial federation of the 
British Empire; though in some respects similar to that which 
would be exerted by a commercial federation of all English- 
speakmg nations, if that were possible. ^ 

Some of Germany’s industries, which manufacture for export, 
have httle occasion to use imported half -manufactures: but others 
are much hampered by import taxes on the things which they 
need. It is true that such things are not heavily taxed; but the 
trouble of obtaining drawbacks on foreign products, which are 
worked into manufactures for exportation, is so great that plans 
have been developed in Germany and elsewhere for setting up 
free-trade areas surrounding chief ports. A small free area round 
Hamburg docks, for instance, offers facihties for minor operations, 
especially those connected with transhipment for re-exportation^. 

The experience of other countries seems to show that even now 
there is danger if a Parhament hstens to the representations of 
interested classes when framing its fiscal policy. Perhaps the case 
of Germany is the strongest, because German public officials were 
recognized as inferior to none m honesty of purpose; and there 
are probably few persons who have a higher standard of honour 
in private hfe than the ‘‘^Agrarian” members of the Eeichstag. 

But yet the methods which they, and certam powerful manu- 
facturers, have used (both in legislation and in controlling the votes 
of their dependents) seem to have increased the probability that 
a German working-man, who takes life seriously and has a strong 
feehng of duty, will be an ardent Sociahst. 

Britain’s dangers are not the same, but they are not very 
different. She excels all other countries in the solid strength of 
her Trade Unions, and perhaps her greatest danger is that they 

^ A large space m Germany’s Trade Stahshcs has been occupied with the 
details, generally small, of imports which have been admitted ^ee because they 
were to be re-exported aftei being finished {Veredelungs-V erhehr) The scheme 
was gradually worked out with consummate skill; but its total results have been 
meagre. A corresponding scheme for Britam would require a Germanic army of 
officials, and be very costly. It would lessen the revenue derived from taxes 
on imports, while yet doing little to lessen the hurt which they would mfiict 
on her exportmg mdustries. 
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III, XI, 1 be tempted to use that strength for the promotion of the mterests 
of particular groups of workers, at the expense of wider interests, 
as the landownmg classes did when they had the power. There is 
no more urgent duty incumbent on those who care for the higher 
as well as the matenal well-being of the country than to resist 
this temptation: and the worst method of preparmg for this task 
is to bring back agam into English pohtics the notion that there 
is plenty of money to be got by mfluencing votes in Parliament, 
and by controlling the pubhc press. 

Further, though Government is in some respects better placed 
for grappling with such difficulties than it was, yet, on the other 
hand, the amount of constructive work, which the modern age is 
reqmrmg from it, is probably growing much faster than its power 
of gettmg through its work. This is partly because human life 
is larger and more complex than it was , partly because outgrowing 
knowledge and wealth and a higher standard of pubhc duty make 
us ever less willing to acqmesce m grave social ills, and even m 
discomforts, many of which cannot be adequately handled save 
by the authority and force of Government. Another cause of the 
change seems to he m the increased mtelhgence and probity of 
Government officials: they make us willing to take the risks of 
Government action m many matters, m which Adam Smith 
and his immediate followers would have feared that that remedy 
would probably be worse than the evil. Connected with such 
action, however, there must necessarily be openings for certain 
classes of employees, and also of builders, manufacturers, traders, 
etc., to reap money gains through Imperial or Mumcipal pohtics. 
Here may be found an additional reason against an mtricate 
system of combative finance: for it would occupy much of the 
best time and strength of Parhament and Government; and it 
might tend to lower the tone of pubhc morahty : but that matter 
is to be considered in a later volume. 
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NATIONAL CURRENCIES IN RELATION TO INTER- 
NATIONAL TRADE UNDER STABLE CONDITIONS i 

1. Introductory. 

Book I was largely occupied with the influences on a country’s 
economic well-being which are exerted by the character of her 
currency. If her currency is firmly set on a sound foundation, so 
that its purch^smg power is not hable to disturbances arismg from 
uncertainties as to its quantity or quahty; then her industry and 
her domestic trade are provided with a good implement for their 
work. Credit may even then be impaired by faulty or unfortimate 
ventures: but the evils thus caused are less intense and less far- 
reaching than they would be if the currency, in terms of which 
her business transactions are expressed, were distrusted 

Coins issued by open mmts, which make but shght charges 
for converting approved metals into standard money, may be used 
as international currency: while for settling the balance of in- 
ternational transactions standard bars are often of good service. 
But if one country whose currency is based on gold, trades with 
another whose currency is based on silver, the settlement of any 
commercial obhgation between them is apt to be impaired by 
changes m the relative values of the two metals. This evil was felt 
strongly m the later half of the nineteenth century and, in 
consequence, a strong movement set m for the purpose of estab- 
lishing a fixed relation between the values of the two metals^. 

2. The exchange under stable conditions between two 
countries, each of which has a currency based on gold, 

Eicardo’s reasoning, developed by Mill and others, cleared away 
many of the obscurities which formerly troubled the course ol 

^ Part of this chapter is reproduced from evidence, suhmitt^ by the present 
writer m 1888, to the Royal Commission on Gold and Silver, and m 1898 to the 
Indian Currency Committee. 

® The movement derived much strength, but also provoked some distrust, 
because many of its supporters, msisted on the adoption of the old equality 
of 16 i ounces of silver to one of gold, at a time when the output of the silver 
mmes of the world was exceptionally large. (See above, I, vi, § 2.) 

M.M. 
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III, zii, 2 inquiries as to international trade m the precious metals. It is now 
generally recognized that, if prices measured m gold are generally 
Lgher m A than in B, there will be a small temporary bounty on 
exportation from J5 to ,4 correspondmg to this difference, which 
must always be small. Bills drawn in jB on .4 will multiply, and, 
specie point bemg reached, gold will go from A to B till prices 
in B are as high as in If B hoards gold this process may be a 
long one, otherwise it is sure to be short. 

The fiuctuations of the exchanges measured in terms of gold 
bars (that is, of gold regarded as a commodity) are limited under 
ordinary circumstances to the double cost of carriage of gold. But, 
when measured in terms of the currencies of the two countries, 
the limits of these fluctuations are hable to be extended by the 
sum of the seigniorages (if any) charged in the two countries, and, 
in extreme cases by the sum of the amounts lost by wear and tear, 
not indeed from the average coins in circulation, but from those 
picked coins which are selected for the purposes of export. " 

Of course, even when the exchanges are at par, the trade bills 
on the one side need not exactly balance those on the other: for 
those on either side are hkely to be supplemented by paper docu- 
ments or telegrams representing (i) the transfer of newly borrowed 
capital, (li) the repayment of business outlays and the payment 
of mterest or profits on previous investments of capital, (lii) the 
drawmgs by absentees, who live temporarily or permanently in 
one country and derive their means of support from another, 
and (iv) the drawmgs of a government, which expends in one 
country part of the income which it derives from another. Under 
the first head come such items as the transfer or telegraphic 
sale of ''mternational securities,” that is, of securities which, 
whatever be the country of their origm, have a market in both 
A and B. 

When it is said that an mcrease of purchasers abroad makes the 
exchanges unfavourable to either country, it is always tacitly 
imphed that other things are equal; that is, either that there is 
meanwhile no^uch disturbing cause as a transfer of stock exchange 
securities, etc., from one country to another, or that separate 
allowance is made for its effects. For mstance, if B should fall 
into political discredit, and those who had invested capital in B 
should want to bring it home, that would cause a premium on bills 
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drawn on A by exporters in B. Under the second head come trade iii, xn, 2. 
expenses of many different kinds, and especially in connection 
with the shipping trade. The wordmg of the problem is further 
complicated, but its substance is in no respect whatever changed, 
if we consider A’s trade not merely with B, but with all other 
countries which have gold currencies. 

But the true nature of the trade is often in some measure dis- 
guised by the habit, borrowed from the City, of describing the 
trade m the precious metals m different language from that used 
m describmg the trade in any other commodity. If on the balance 
B is mdebted to A^ and in consequence the exchanges are "^^favour- 
able” to A, rgerchants m B will consider what thmgs they can 
send to A and sell there at a price higher than they could get by 
investmg the same money in a bill on A^ on which they have to 
pay a premium; m every case they must, of course, allow for 
cost of carnage, etc., and for interest on the time reqmred for 
reahsmg. If the premium on the bill is just equal to the cost of 
carriage of gold, so that it is indifferent to a merchant whether 
he buys a bill or sends the gold, it is said that ‘^gold point” has 
been reached. But with equal appropriateness it might be said 
that ^'lead-point” is reached, or that "Egyptian-pomt” is reached, 
when the difference between the prices of lead or of Egyptian 
bonds in the two countries is just balanced, after allowing for 
the charges of transport, by the premium at which bills on A 
seU m B^. 

This old use of the term "favourable exchanges” is perfectly 
reasonable from the pomt of view, which prevailed when it 
came into use: they did really "favour” the importation of the 
precious metals. But from the modern point of view the conversion 
of the resources of a country mto metallic currency is not a good 
thing in itseff. It is good, only so far as a store of the precious 
metals is reqmred, to enable the coimtry to buy anything that 
she may want for cash, and therefore on favourable terms: or, 
which is nearly the same thing, to buy when markets are depressed, 
and therefore things can be bought at low prices; and to seU when 
markets turn the other way and prices are high. These are, of 
course, just those advantages which an individual trader obtains 

^ See lllf V, 5. 

16—2 
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NATIONAL CURBINCIES IN RELATION TO COMMERCE 

by liaYiiig a large amount of ready purcbasing power under Ms 
immediate control, eitber in Ms own keepmg, or m Ms current 
account with a bank. If he is m fairly good credit, and trade is 
quiet, he can of course obtam advances by discountmg Ms biMs, 
or borrowing directly from Ms bank: the advantage to an indi- 
vidual trader of keepmg a considerable stock under Ms immediate 
command is seen in disturbed times: and the same is true of the 
nation as ^ whole. Where concurrent waves of disturbed credit 
are moving over the ‘"western world,’' the stock of inconvertible 
currency held by its banks and traders loses much of the power 
wMch it would otherwise possess of hquidating transactions at 
home by direct action, and abroad by indirect action. 

On the whole the costs involved in keepmg a country’s currency 
firmly based on gold seem to be well balanced by the advantages 
derived from it by her mdustry and trade, and especially by her 
external trade. 

3. Influences of trade on the international distribution of 
the precious metals, and the purchasing power of metallic 
mrrencfg in each country. 

We start now from the position that the international dis- 
tribution of the precious metals with open mmts is such that the 
gold and silver values of the different commodities bear the same 
relations to one another all over the world, allowance being made 
for transport, import duties, etc. If at any time an external 
change, such, for mstance, as new currency legislation, upsets that 
arrangement, then there will be a general sMfting wMch will show 
itself tMough the exchanges: the exchanges not being the real 
active force, but the channel tMough wMch the real force acts. 
After a time there will be a new settlement, a new rate of exchange, 
and a new mternational level of prices. 

The immediate effect of the imposition by a country of Mgh 
duties on some of her imports is of course to inclme merchants 
to seek other methods than the importation of those goods for 
discharging tTb.eir obhgations to her. That is, the duties would in 
effect give a bounty to the importation of goods wMch are not 
subject to such taxes and will be received fairly well in her markets. 
Gold and silver will generally find a place among these increased 
imports: and if her currency isjbased on the precious metals, they 
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will be tbe most suitable goods for the purpose, partly because iii, xu, a 
they can be marketed very easily^. 

In all such matters it is to be borne in mind that a country whose 
currency is merely based on gold, and yet does not consist in the 
main of gold, is hable to be greatly affected by relatively small 
movements of gold across her frontiers: but the fact that a small 
cause produces a great effect is hkely to enable a small remedy to 
set right a great disturbance. Small movements of gold into or 
out of the Bank of England reserve may affect large quantities 
of British busmess: but the remedy needed for a small disturb- 
ance is hkely to be smalP. 

The preciou^s metals are so distributed throughout the world, 
that independently of the demand for them for the purposes of 
hoarding and of the arts, each country has just that aggregate 
amount of the two metals which corresponds in value to the 
volume of that part of her business which the habits of her people 
cause her to transact by payments in coin, account being taken 
of the rapidity of circulation of coin, and of the absorption of 

1 Tins does not mean that no special knowledge is required for conducting 
trade m them to the best advantage it means that, because they carry much 
value m small bulk, they can be transferred from one country to another under 
appropnate msurance by expert traders at low costs relatively to their values 
If sent to a country in which they do not circulate as money, their value there 
will of course be only that of the metal which they contain and, unless they are 
likely to be re-exported, that value will be reckoned on the basis of their weight, 
with due reference to the percentage of alloy which they contam. 

2 Before the recent great war Britain’s busmess was firmly based on gold; but 
yet she used relatively httle gold for the purpose, and she could easily adjust 
the basis of her currency to changmg conditions: her position in this matter was 
in sharp contrast to that of India The importance of tins contrast is apt to be 
underrated. The following extract from an argument, submitted by the present 
writer to the Indian Currency Commission, 1899 (see its Report, Q. 11,776), 
suggests reasons for the opinion that England’s monetary system does not afford 
a good pattern for the moulding of Indian currency. “ Currency is but a small 
part of the means of payment used m England, and under most, though not 
all, conditions, bank money is the mam means of payment; and that is elastic. 

Secondlv, an imperative demand for increased currencv ig rare in England, and, 
when it does occur, it is on a very small scale relatively to England's total 
busmess and resources. The importation of the amoimt of 10 millions of sovereigns 
makes an enormous difference in Lombard Street, but it is a mere nothmg 
relatively to England’s total busmess Whereas, if the same (^culty arises m 
a country m which the mam payments have to be made with currency itself, 
there is a need for an importation of currency, or an morease of currency, standing 
in some moderately high relation to the total busmess of the country; or, at aU 
events, to that part of the total busmess of the country which is carried on on 
Western methods Thirdly, England is near to other great gold markets. Fourthly, 
her financial houses are numerous and able.” There followed a suggestion that 
the constitution of the German Reichsb%nk is adapted for imitation by India. 
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III, zn 4 some quantity of the precious metals to act as the basis of a paper 
currency. The question what part of a country’s share she takes 
m gold and what in silver is determined entirely by her own tastes. 
(If she mints them freely at a fixed ratio, it is then determined for 
her by Gresham’s law; but just now we are not concerned with 
that case.) 

Thus the volume of the business in each country, which requires 
the use of cpm, is determined by her wealth and habits* the pro- 
portion between the gold and silver which she uses, whether for 
currency, for hoardmg, or for the arts, is determined by her tastes. 
These conditions aU the world over determme the aggregate 
demand for silver and the aggregate demand for gold. The 
aggregate supply of each metal may be taken as a fixed quantity 
at any time, because its annual increase is in any case but a small 
part of the total stock existing, but yet this is slowly modified by 
the annual production, that is governed by the richness of the 
min es on the one hand; and the value, in terms of commodities, of 
an ounce of the metal on the other. The value of each metal is 
detenmned by the relation in which the supply of it stands to 
the demand for it. The ratio between the two values thus deter- 
mined IS the gold price of silver. 

In other words, the gold price of silver is determined by the ratio 
between the prices of commodities m gold and in silver countries. 
If any sudden discoveries of silver mines in the West, or any dis- 
carding of silver from Western currencies, disturbs the equili- 
brium, the silver that is not wanted in the West will go to the East ; 
and, even if its influx mto the East does not lower its value there, 
its efflux from the West will raise its value there, till it and the ratio 
which gold prices bear to silver prices are equal to one another. 

’ 4. Exact measures of the relative purchasing powers of 

currency in different countries are miohtainahle^ and even 
unthinkable. 

. It is obvious that mternational trade exerts no direct influence 
on the general level of prices in a country which has an incon- 
vertible paper currency. But the market price of gold in terms of 
such a currency indicates the extent of the divergence of the value 
of that currency from the amount of general purchasing power 
which it affects to command, r 
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All general statements as to the relations between the general iii, xn, 5 . 
levels of prices in two countries, are subject to the qualifications 
set out in Book I, Chapter iii. The levels are necessarily estimated 
almost exclusively ''by reference to the wholesale prices of the 
most important and representative of those commodities which 
are fairly well standardized.” If the people of one country axe 
able to select and pay for superior qualities of any commodity 
than can be afforded generally by the people of anot^jer, the level 
of prices (m terms of gold), so far as that commodity is concerned, 
will of course reach a higher level relatively than would be in- 
dicated by the general argument of this chapter. Ifo simple 
statement can be made, which will cover all the irregularities in 
the relative (gold) prices of commodities m different countries: 
but the chief relevant considerations may be noted. 

We start from the facts that, other thmgs being equal, either 
an increase of the foreign demand for a country’s goods, or a 
diminution of her demand for foreign goods wiU tend to bring gold 
to her; and therefore will tend to raise her general level of prices. 

Further, the prices of her imports at her frontier will be higher by 
their costs of carriage than in the place of their origm, and con- 
versely the prices of her exports will be lower at her frontier than 
in the places of their destination by the cost of carriage. Eicardo, 
reasonmg on this basis, which was indicated nearly two centuries 
ago, formulated the conclusion that "other thmgs being equal, 
those countries whose exportable productions are most in demand 
abroad, and contain greatest value m smallest bulk; which are 
nearest the mines; and which have the least demand for foreign 
productions, are those m which prices will habitually range the 
highest^.” 

6. Influences of a country's eocternal trade on the prices of 
things produced hy her for her oion consumption. 

The main influence, which a country’s trade exercises on her 
general prices is through the prices of her exports. These generally 
are governed by their money cost of production, which bears 
fairly settled relations to the money costs of production of the 

^ The phrase is taken from J. S. Mill, Pohiical Economy, III, six, 2 But the 
importance of proximity to the mines is not now very great; and for symmetry 
the phrase requires the condition that the country’s chief imports should contain 
small value m great bulk. But these aie trivial pomts. 
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HI, jxi, 5 tilings she makes for herself: because the fluidity of labour withm 
a country tends to equalize the earnings of efforts that are similar 
in kind and equal in quantity in different occupations. But this 
tendency is not of uniform strength. It does not prevent some 
kinds and quahties of labour^ manual and mental, from being 
relatively scarce and therefore relatively better remunerated in 
some countries than in others. 

Of course the general level of prices in a country will not 
necessarily rise and fall in the same proportions as do those of her 
exports; if the industries which produce those exports are not 
representative of the general body of her work in regard to 
method, energy and abihty ; or if the movement of labour, manual 
and mental, between various locahties and groups of mdustries 
witMn the country, is not easy and rapid, or if many kinds of her 
agricultural and other bulky produce, are raised at so great a 
distance from her feontier, that their prices at the frontier exceed 
very much the average prices at which they are supphed to her 
own people. 

Thus prices in Asia are low, in spite of the fact that her chief 
exports include tea, silk, spices, and other goods; which have been 
m great demand abroad, and have contained exceptionally high 
value m a given bulk. On the other hand, the chief exports of 
Anglo-Saxon new countries are mineral and agricultural products, 
which are with a few exceptions bulky in proportion to their value, 
and not the subjects of any specially intense demand; and yet 
the general level of prices m these countries is exceptionally 
high, and the retail prices even of their chief exports are often as 
high as, or even higher than, the retail prices of those very exports 
when delivered to the consumer in Bntam from three thousand 
to twelve thousand miles away. 

Prices m Enghsh and Continental towns are in some respects 
more similar than they are in an Enghsh town and rural district. 
In the rural districts everywhere the simpler forms of handicraft 
and personal service are relatively low. 

Agam, smce it is only the wholesale prices of goods at the 
frontiers which are directly under the influence of foreign trade, 
the cost of internal transport and distribution has to be added to 
the influences on the general level of prices m a country. Here 
of course account has to be tak^ of the efficiency and cheapness 
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of communication by water, road and railroad, and of organiza- in, xn, 5. 
tion of wholesale and retail trade within the country. The causes 
which raise the simpler handicrafts and personal services in 
Western and especially in Anglo-Saxon countries, raise, also the 
prices that have to be paid for the simple and patient labour of 
which much is wanted in the retail trade. But much energy and 
initiative, and a high sense of the value of time, and abundance 
of cheap capital are needed in most branches of wholesale trade 
and some branches of the retail trade, and qualities which are 
not scarce in Anglo-Saxon countries, cannot be high-priced there. 

It is, no doubt, the common opinion that, on the whole, retailers 
charge more, highly for the services which they render in those 
countries than elsewhere. But the Anglo-Saxon purchaser often 
requires a specially large, various, and quickly changed stock of 
goods to select from, and sometimes requires the retailers to perform 
various services in the way of prompt dehvery of trifles, which 
are not demanded elsewhere. The neglect of such considerations 
is one side of the natural tendency to confuse a high scale of hving 
with a high scale of prices^. 

^ There is special interest m the following remarks made a century ago (1822) 
by Lowe {State of the Nation^ pp. 164, 165); partly because his reference to the 
eminent riches of Holland, reminds us how recent are the higli prices prevalent 
m Anglo-Saxon countries beyond the seas, and m Germany though of course 
a large part of Germany, as of Italy, had been rich and enlightened, when England 
had not emerged from her early mediaeval poverty Lowe says ; “ Our wish is 
merely to lay down the general rule, that a population dense, improved, affluent, 
does not necessarily render a country more expensive than one that is poor and 
thinly inhabited. The difference is in the mode of living, not in the price of the 
articles. An increase of population, by leading to an abridgment of labour, and 
to the transaction of business en masse, brings with it a despatch and an extent 
of accommodation; the saving from which is equal, we believe more than equal, 
to the enhancement m provisions attendant on augmented numbers. 

It is not in towns of moderate size, however near each other, but only m the 
case of an overgrown capital, such as London or Pans, that the real and un- 
avoidable expense becomes considerable Holland and England are, it is true, 
dearer throughout all their provincial towns, than the rest of Europe; but that 
IS owing partly to style of living, partly to high taxation — to the price paid by 
either country for the rank it has maintained m the scale of European politics. 

Were we to subject individual expenditure to an analysis, and to keep separate 
the portion of it which results from these causes, we should find that our actual 
prices, the purchase money of commodities at market, are «iot, on the whole, 
much greater than m other countries.” 
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FLUCTUATIONS OF INDUSTEY, TEADE AND CEEDIT 

CHAPTER I 

A GENERAL VIEW OF CAUSES THAT AFFECTED 
CONTINUITY OF EMPLOYMENT IN EARLY TIMES 

iv, 1, 1, 1 . Bifficvlties of transport formerly caused each district to 

he mainly dependent on its oum harvests. 

The observations on the continuity of employment, made in the 
present book, are directly connected with the study of business 
credit in Book II. They have but httle bearmg on causes which 
govern the richness of the reward of work — a subject on which 
something was said in the first volume of the series, Principles of 
Economics. But those causes are the deepest concern to the student 
of the conditions of social well-being: and they are designed to 
have a prominent place in the final volume of the present series. 

There is one cause of fluctuations of economic prosperity which 
is beyond the reach of human control. Unfavourable weather — 
especially at seed time or harvest — ^may bring grievous distress to 
a country, that is not in a position to import and distribute large 
supplies of grain from a distance. In fact, the chief causes of 
fluctuations of credit, industry, and trade in early times were 
variations of harvests, wars and plagues. Failure of a harvest 
generally caused the price of grain to rise more than in proportion 
to the short-coming of the crop; so that those who produced grain 
for sale were sometimes enriched by bad weather, which caused 
a labourer’s food to consist m great measure of gram, so musty 
that bread made of it would not be saleable nowL 

^ Some exaggerated notions as to the stability of prices in mediaeval England 
are attributable to a neglect of the fact that, when gram was scarce, the weight 
of the loaf would be lessened, while its price remamed constant. 
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A century ago, a series of good harvests in England sometimes 
reduced the pnce of wheat so much more than they increased its 
quantity, that farmers could not pay their rents, and some 
country banks were shaken. On the other hand, after a harvest 
that was both wet and deficient, a labourer’s weekly earnings, if 
spent wholly on musty bread, would hardly support himself and 
has family. Thus, local variations of harvests offered the chief 
example of the general rule that great fluctuations m price 
may be caused by relatively small fluctuations m the supply of 
a thing, the demand for a definite supply of which is very urgent; 
no adequate substitute being available. When heavy duties were 
levied on.the importation of grain into Britain, its price was hable 
to be raised very greatly by a deficiency m her harvest, for the 
costs of bringing it from its chief sources of supply in central and 
eastern Europe were heavy. 

The matter is less pressing now; for the supply of maize, which 
IS a fairly good substitute for wheat, is large. And, what is perhaps 
more important, scanty harvests in a part of the Western world 
are supplemented by mcreased importations of food from a distance 
Bad conditions of the crops in the Northern hemisphere are re- 
ported by telegraph in the Southern in time to increase the sowings 
of gram, that will be reaped during the Northern spring. But there 
is no similar compensating influence in regard to any depression 
of credit and industrial activity that spreads widely m a great 
industrial country. On the contrary, a considerable disturbance 
of industrial and commercial activity in any one Western country 
inevitably deprives some producers and traders in other Western 
countries of markets for goods, which they had designed for ex- 
portation. 

Moreover, the volume of business credit increases much faster 
than do the numbers of the population and their wealth. The web 
of credit in each industrial coimtry is closely kmt; and yet it 
spreads widely within the country and beyond. Thus credit is 
already in great measure international- a large and severe shock 
to business anywhere is hkely to cause tremors of credit in almost 
every part of the Western world. 

This sensitiveness of each industrial country, and especially of 
each creditor country, to disturbances of credit in every other is, 
however, not an immixed evil. ^ It causes alert business men to 


IV, 1,1 
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iY,i,2 consider carefully their commitments; so that provision can be 
made against coming troubles, before they become heavy. The 
submarine telegraph has exercised a powerful influence in miti- 
gating the intensity of fluctuations of busmess credit, while 
extending the areas over which they spread. 

2. Frdblems of unemployment were relatively simple when 
industrial sUU was not highly spedalked; and work in the 
fields often dlternated with common weaving and other simple 
manufacturing operations* 

When agriculture was the dominant industry in western Europe, 
the cultivator and his employees, if he had any, used to^do many 
things which are now regarded as belonging to other industries. 
They often erected bmldmgs and made implements and clothes 
for themselves, and still more often repaired them; they often 
baked their own bread and brewed their own beer, cured their 
own bacon, and preserved their own fruit. Consequently there 
was nearly always something to be done, to which the peasant 
or his wife could set themselves, or the well-to-do cultivator could 
set his serfs or his labourers, when they had nothing to do in the 
fields. This subsidiary work was sometimes of so httle worth that, 
if wages by the day had needed to be paid for it, it would have 
been left undone* but when a man was bound by the year, there 
was nothing to be said for leaving him idle. The practice of yearly 
hinngs of agricultural labour survived in some parts of England 
half a century ago. But the migratory habits, which began with 
the great agricultural strike of 1874, caused these labourers to 
compare their position with that of men hired by the day. They 
concluded that the evils of occasional unemployment are really 
less than those of unwelcome constraint, at all events if some pro- 
vision is made during Ml work for possible unemployment later 
on. The fisherman and the peasant farmer, m spite of bad seasons, 
lead happier lives than men who, being by nature free, are com- 
pelled durmg even a single year to submit to the rough orders of 
an employer with whom they are not on good terms. So hiring 
by the year has almost disappeared^. 

^ The objections of the modem wage earner to yearly hirmgs are set out by 
Webb, Industrial Democracy, pp 431-3 

Eden {The State of the Poor, Yol m, App II) gives the rates of wages assessed 
by the year and by the day, with meaVand drink and also without it, chiefly 
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3. Wizen wages were in great measurejixed by custom or iv, i, 3. 
authority in terms of money ^ operatives generally were likely 
to be seriously injured by a fall in the real value of the 
currency^ however caused. 

Mankind’s command over nature was increased long ago by the 
progress of the methods of production and transport, and by the 
development of powerful machinery : but a corresponding improve- 
ment in the condition of the masses of the people was delayed by 
the ineptitude and the selfishness of those m authority. The coins 
in which labourers were paid were chpped and otherwise diminished; 
while large transactions, especially in connection with foreign 
trade, were effected by agreed weights of silver, whether coined 
or not. When these evils had been in great measure redressed, the 
effective purchasing power of wages was reduced by Corn Laws, 
which the landowning classes made in their own interests; the rich 
supphes of grain which central Europe was wxlhng to send in return 
for fabrics manufactured by England’snewmachinery, bore a heavy 
burden of import duties on admission at the ports, and this burden 
was increased by dealers’ profits. Consequently the manual worker 
received less than his fair share of the benefits which the country 
derivedfrom the masterful work of her mechanical engineers, and he 
was inchned to hsten to those (not always disinterested) advisers, 
who told him that ‘‘ the people,” for whom Government and Parlia- 
ment laboured, were the well-to-do people. He was taught by them 
to regard economic progress as moving backwards; and to regard a 
rise in prices as a source of increase in the hardships of his lot^. 

The improvements of manufacturing technique, which Britain 
made in advance of other countries, tended to prevent the labour 
cost of his food from rising as fast as it otherwise would have 
done, when he became largely dependent on imported supplies 
of gram, and, when the importation of grain was freed from 
Protective duties, his material well-being was seen to depend more 
on fluctuations of business credit than on harvests. 

during EhzabetF’s reign, arranged m convenient comparative tables for a great 
number of occupations. Additional allowance may need to "be made for livery 
and house-room m the case of some yearly iurmgs, but even when this is done 
the figures suggest that employment for labour hired by the day, averaged not 
more than 60 or 70 per cent, of the workmg days. See also Cunningham, Growth 
of Mfighsh Industry and Commerce^ Ed. Ill, Vol. i, p 390 

^ Reference may be made here to observations on successive debasements of 
the coinage, see above, 1, v, 3. ^ 
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INFLUENCES ON STABILITY OF EMPLOYIIENT 
EXERTED BY DEVELOPMENTS OF TECHNIQUE 

' IV, n, 1 LA fiucfkation of credit directly affects a larger part of 
the worMng classes now than formerly . but they have the 
meam of maldng much ampler defences against it 

It is true that fluctuations of business credit affect a larger part 
of the workers now than they did in early times; and'that fluctua- 
tions of employment are occasionally rather severe. But, mean- 
while, there has been a rapid rise, on the average, in the total 
yearly wages of the employees, taking good times and bad times 
together. It may be said that the insurance fund against slack 
times is m effect given over to their charge; instead of being 
retained in the hands of the employer. The change works for good 
on the balance: it is an essential condition of rapid industrial 
progress^. 

Indeed the working classes in former times lacked the education, 
the means of locomotion, and the financial resources needed for 
effective combinations; except in a few industries, most of which 
were both highly skilled and localized. The law forbade combina- 
tions, both among employers and among employed. But masters 
could arrange concerted action without openly entering into a 
combination. And, although laws and Justices’ orders with regard 
to wages were enforced with penalties against masters who paid, 
as well as against men who received, wages above the standard, 
they were generally ineffective against a lowering of wages below 
the standard^. 

^ This consideration, together with others allied to it, is developed m the last 
two chapters of my Principles of Economics, of which the titles are “General 
influences of progress on value,” and “Progress m relation to standards of life.” 

* Thus m 1720 the London journeymen tailors say. “If the Justices shall 
settle the men’s wages, how is it possible that each man shall be rewarded 
according to his merit?” In spite of their protests an Act was passed with 
penalties against high wages, but none against low. with penalties against the 
journeyman who left his work, or would not take work when offered at the 
standard wages; while none were set on masters who dismissed their men 
abruptly The hours of work were fixe«l to be from 6 a.m to 9 p m , with on© 
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2. The changefulness of modern industrial methods dis- iv, n» 2 , 
turbs the relations betiveen earnings and efficiency in different 
occupations* But it increases the activity of the employer in 
estimating the contributions, which his employees severally 
add to the earning power of Ms business: and it thus tends 
to redress the disturbances which it causes. 

In the modem world the chief readjustments of the remunera- 
tion of labour are associated with changes m process; which 
enable some sorts of labour to make a better return relatively 
to their costs than others, that had the advantage before. Almost 
every change in process involves changes both in the demands for 
different sorts^ of labour, and the relative demands for labour in 
the businesses which adopt the new process and for machinery 
and other plant • the change is nearly always in favour of the steel 
hand, and against the human hand. 

Bujj there is no such general rule in regard to the competition 
for employment between different grades of labour: for the semi- 
automatic machinery, which is characteristic of the modern age, 

IS tended in some cases by labour which is more skilled, and in 
others by labour which is less skilled, than that which is displaced. 

But machinery is itself the embodiment of labour, and business 
enterprise, arranged with forethought and sustained by more or 
less patient waiting for its result. 

Thus a chief part of the work of the alert employer is to con- 
sider whether he can increase the earning power of his business 
by substituting a process which will make use of certain classes 


hour for dinner, though the men averred that these hours caused their health and 
especially their sight to fail at 40. (See Galton’s Tmloiing Trade, pp 1-22 ) 
Skilled tailors were not as powerful as valets, sedan chair men, and other 
domestic servants who were apt to tyrannize over their fashionable masters and 
mistresses at about this time They were better able to take care of themselves 
than most other wage earners and yet their incessant complaints of unem- 
ployment show that they contributed their share to Gee’s estimate made 
about this time that “we have above a million of people m the three nations 
destitute of work ” {Discourse of Trade, ch xsix The estimate was implicitly 
endorsed a httle later in the well-informed Essay on the causes of the decline of 
the foreign trade, p 248, of McCulloch’s repimt ) This estimate, as the context 
shows, does not refer to exceptional times and, after allowance has been made 
for some exaggeration, it confirms the suggestions made by records of child 
labour, of practical slavery m the mines, and of vagrancy All of these imply 
that life was very hard for the workers in the first half of the eighteenth 
century, though wealth was then growing faster than population, and the era 
of maciime industry had not begun. 
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IV, n, 2. of plant and labour for anotber process wbicb makes use of other 
classes of plant and labour, together perhaps with some of those 
which he used before. If his new requirements can be satisfied from 
plant and labour, the market values of which are fairly settled by 
prolonged, steady experience, he can estimate beforehand the 
advantages of the new process. 

The changes, which he desires, may be such as could only be 
made on a large scale . as, for mstance, the substitution of “ power 
(whether generated by water or heat, whether acting directly or 
after transmutation) for hand-power m a certain factory; and in 
that case there would be a certain element of uncertainty and risk 
in the change. Such breaches of continuity are however mevitable, 
both m production and consumption, if we regard" the action of 
single individuals There will always be trades in which small 
busmesses are most economically conducted without steam or 
other power: and in busmesses, which inevitably use it, there will 
always be a continuous stream of intermediate businesses on 
the margin, at which it is just becoming profitable to make use 
of it. Even in large estabhshments, m which steam is already 
in use, there will always be some things done by hand which are 
done by steam power elsewhere; and so on. 

Thus the adaptation of means to ends (estimated by their 
money measures) is more nearly perfect in regard to the whole of 
an industry than it is in regard to an individual business, especially 
to a relatively small business which needs expensive plant. And 
the adjustment of remuneration to personal efficiency tends to be 
more and more a broad adjustment, extending over the chief 
national industries, because mechanical methods, which are more 
or less universal m character, are spreading their domimon in every 
direction; and the importance of mere manual skill is almost 
everywhere yieldmg to that of the quahties, that make for general 
efficiency, when aided by fingers of steel that are almost unerring. 
Alert employers, in industries, that are apparently wide apart, 
are simultaneously considering enlargements of old processes or 
introductions of new processes that will draw directly or indirectly 
on the kindred supphes of labour. 

Thus, while competition acts steadily and directly in the direction 
of equalizing the remuneration which can be obtained by the same 
energy and steadfastness m each horizontal stratum; it also acts 
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constantly, though indirectly , in estabhshing even relations between iv, n, 2. 
the remunerations to be got in different strata. If by accidental 
scarcity, or an exceptional tactical skill, the members of any one 
stratum were generally receiving remunerations disproporti.onately 
high relatively to their faculties, then large changes m process, 
for which modern invention is ever giving occasion, would be so 
moulded as to give an even increasing scope for the work of other 
strata, to the exclusion of that which was disproportionately high- 
priced. 

Thus, the various strata of the employed class are continually 
competing with one another for employment over a great part, 
though not ov^r the whole, of the field of industry. They do not 
compete for the same tasks as a rule: but they do habitually 
compete for employment in making the same product by different 
processes; or in making products which subserve practically the 
same purposes. This competition is m addition to the incessant 
rise of members of the lower strata to a position of effective direct 
competition for employment in higher grade work, and to the 
less frequent falhng of members of a higher grade to the necessity 
of seeking employment m the work of a lower grade. On the whole 
it maybe concluded that the money values, which market competi- 
tion assigns to different services, differ in important respects from 
their true social values: but yet the work, which it does within 
these limits, is very thorough. 

In spite of many failures, it ha.s a strong claim on our respect 
because it grapples with great difficulties which have been ignored 
by the brilliant but over-bold imaginations of the propounders 
of large schemes for a social order that affords very httle place 
to rights of private property. It tends with marvellous power so 
to assort employees among various industries, and among various 
businesses m each industry, that every man is employed on that 
work to which his personal efficiency is most appropriate. For 
where the assortment is bad, the employer cannot afford to pay 
for that part of the operative’s faculty, which is not turned to full 
account at his present work: and the operative may reasonably' 
expect to improve his position by seeking work in another business 
m which his faculty may be turned to better account. 


M.M. 
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IV, n, 3. 3. The aggregation of workers in factories causes inter- 

mptiom of employment to he more conspicuous than they 
tcoidd be, if worJc generally were done in cottages, as it was 
in earlier times\ 

Tile present writer spent a winter some years ago at Palermo. 
The mediaeval traditions of industry went on there ; and everything 
that one reads about with regard to the chentele of the well-to-do 
houses among the working men in the Middle Ages one found in 
Palermo then. If one had tried to collect statistics of want of 
employment, one would probably have found next to none 
Scarcely anybody was thrown out of regular employment because 
scarcely anybody was in it. But the average employment of the 
handicraftsman m Palermo was probably seldom as great as in 
the east end of London m depressed times , and the average annual 
earmngs were probably not a quarter as high. Of course, in certain 
cases, hirings were made for the year, during which the employer 
was practically bound to give some sort of sustenance to the 
employee. But, when that system prevailed, the employee m 
return often gave up so much of his freedom that it might be 
questioned whether he was completely a free man. 

Objections may be raised in this connection as to the sufiSciency 
of our returns of want of employment. On the other hand, it may 
be urged that when people work at their own homes one cannot 
prove that they are thrown out of employment, because the 
irregularity of their employment is the rule and not the exception. 
If they have no work to-day they may have it to-morrow, if they 
are m work to-day, they have no reason for supposing that they 
will be to-morrow. Now those people were in the same conditions 
as the majority of people in the mediaeval times — ^they took a job 
when it came to them: they consequently never were ‘‘out of 
employment”; there was nothing to get into the newspapers. 
When a factory with 5000 hands works half time or closes its doors 
the fact IS telegraphed all over England: while if 5000 people, 
each working m his own home, get a httle less steady employment 
than before iSiere is nothing to attract attention, at all events 
outside of their immediate neighbourhood. 

In this connection, it may be noted that, when the range of 

1 Much of tins section is reproduced from evidence submitted to tbe Royal 
Commission on Gold and Silver m 18|8; Questions 9816, 7. 
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skilled industry is increasing, there may be a fall in the rates of iv, n, 3. 
wages in many employments, at the same time that the average 
rate of wages of all the wage receivers taken together tends to rise. 

Suppose, for instance, that some time ago skilled labour had 403. 
and unskilled labour 16s. ; but at that time the unslalled labourers 
were twice as numerous as the skilled. Suppose that after a time 
there is a fall in the wages of every trade, that the skilled wages 
fall to 303., and the unskilled wages to 153. * but that, meanwhile, 
the number of skilled increases till it is twice as great as that of 
the unskilled, the apparent result will have been a fall of wages. 

But the real result will be that the wages, which were on the 
average 243. luthe former period, have nsen to 293. in the latter. 

If therefore it is true that the ranks of skilled industry have in- 
creased in anything hke as great a proportion as the ranks of 
unionists, it is probable that the common estimates that have been 
given of the rise of the average wages in the working classes are 
below the truth. 

Of course, when prices are falling, everybody who undertakes 
a business risk is hkely to have his risk turn out worse than if 
prices were rising. When a fall of prices sets in, many business 
men strike: that is, they say, “We will not keep our mills running 
full time,” or “We will go out of business.” But after they have 
struck for a httle while they recognize that, although they may 
lose money by working their mills, they would lose more money by 
not working them. They may indeed manage to get a combina- 
tion to check production of one particular article, and artificially 
raise its price; and thus they may gam at the expense of the 
community. But such schemes have never lasted on a large scale 
for a long time: after a httle while it is fomid that running half- 
time IS less profitable than running full time. 

A few men may refuse to go on with their businesses: and 
some great works have been completely closed, and never re- 
opened. But these are exceptional cases, due to exceptional 
causes. As a rule when closed they are sold to new men, who, 
purchasing them at a comparatively low rate, have all the benefit 
of the past fall of prices, and are able to go on, and make profits. 
Therefore strong evidence is needed to prove that a fall of prices 
diminishes the productiveness of industry, except during a rela- 
tively short transitional period. -> 
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IV, II, 4 


4 Technical progress is responsible for the temporary 
unemployment of some small classes of worLers, Its injwnes 
are small in comparison icith the benefit that manldnd derives 
from it$ but they call for careful study; and for remedy, where 
that can be found. 

The causes which make particular classes of goods hable to 
exceptionally great variations of demand are of several different 
kinds. Seasonal variations can be m great measure anticipated: 
though an exceptionally cold, or an exceptionally warm, winter, 
may cause the prices of house coals, and of certain classes of 
clothing, to vary a good deal from their normal costs of produc- 
tion. On the other hand, the demands for particular sorts of 
fashion goods are in great measure fostered artificially by par- 
ticular groups of dealers in touch with manufacturers^. 

An advance of techmque is frequently accompanied by tem- 
porary dislocations of employment. Its benefits are likely'to be 
many times as great as the harm which it works, but that harm 
needs to be taken seriously, and kept within as narrow hmits as 
possible. This seems to be a matter in which ill-considered action 
is likely to do more harm than good; but in which much net good 
may result from thorough thought and vigilant forethought. 

Industrial progress involves change: perfect stabihty of in- 
dustry or trade indicates low vitality, even in occupations, whose 
general character is but httle modified from one generation to 
another. Almost every such change improves the prospects of 
some branches of industry and of some kinds of industrial faculty. 
Therefore, the conditions of industry and trade would be lik ely 
to fluctuate a httle from year to year, and from generation to 
generation, throughout the whole western world. This is a sign 
of weakness and a source of weakness. But its mam cause is to 
be found m that development of common international interests 
in industry and trade, which has played an important part in the 
rapid progress of mankind during the last hundred years. Later 
stages of that* progress may be expected to increase the power of 
thoughtful men so to anticipate the future that means may be 

^ Rumour saya that many a fashion m dress has been planned at a meeting m 
Pans of representatives of leading dealers and manufacturers: and that materials 
adapted to the coming fashion are already on many looms, before any anticipa- 
tion of it has percolated through to the public, or even to the great body of 
manufacturers and traders, who are iifterested m the matter. 
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fitly adapted to coming needs and business credit may develop 
more steadily and surely. For the present, however, reckoning 
must be made with the probability that some credits will be 
granted, not wisely but too well, by leaders of finance, as well as 
by the less instructed pubhc, to business ventures that are some- 
what lacking m administrative capacity, or in foresight. Even if 
wars and other extraneous evils do not greatly hinder the develop- 
ment of industry and trade, fluctuations in the rate of progress 
seem hkely to continue. Such fluctuations are likely to be the 
result of variations in many diverse influences: the normal 
periods of these variations are likely to differ, and therefore a 
fluctuation of general prosperity, which is due to their combined 
action, is not likely to present a very clear outline. These matters, 
however, belong more properly to a volume which is designed to 
supplement of Economics oxidi Industry and Trade) as 

well q,s the present volume. Attention may be directed to the able 
and suggestive study of them in Part VI of Professor Pigou's 
Economics of welfare. An interesting study of fluctuations in a 
country, whose currency normally rests on a basis other than 
gold, will be found in The future of Exchange, by Professor 
H. Stanley Jevons. 


IV, n, 4 



CHAPTER III 


RELATIONS OE THE MONEY-MARKET TO FLUCTUA- 
TIONS OP INDUSTRY AND TRADE 


IV, in, 1 . 1. The gradual growth of organized marhets for capital to 

he invested in business developments. 


Every great “ undertaking ” needs great “ enterprise ” : these two 
terms have drifted somewhat apart, but their origins are near 
together. And, though the mastery of mechanical routine takes 
an even larger place m a busmess that needs a vast durable plant: 
yet its permanent success, even m mere money-making, generally 
requires the guidance of a few minds with a faculty of imagination ; 
as well as of many, that are persistent m the orderly development 
of details. For great progress can be attained only by bold darmg; 
and security may be purchased at too high a cost. Where no con- 
siderable risks are run, there can be no great progress^. 

In a bold, enterpnsmg country, such as England has long been, 
great risks are habitually taken. As children will vie with one 
another to see which can snatch the finest piece of seaweed from 
the sand, and yet ]ust escape the coming billow; so even those 
busmess men, who are not of a reckless temperament, do not 
always draw off from exciting speculations at the first sign of 
approachmg disasters. The years, nay, the months, ]ust before 
credit breaks are often those in which the highest and the quickest 
profits are to be made by alert financiers, who can deftly pluck 
the prize, and get out of the reach of danger just in time It has 
been well said that “ the state of trade revolves apparently in an 

established cycle. First we find it in a state of quiescence ^next, 

improvement — growing confidence — prosperity — excitement 

overtrading — convulsion— pressure— stagnation— distress— ending 

again in quiescence®.” 


^Some ongW of present economic problems are discussed m Book I of 
Industry and Trade, with rrferenoe m chapters m and iv to the qualities that are 
developed in the processes of massive manufacture 

i f TooTt: consequences of Ike pressure on the Money 

MarUt, 1837, by Lord Overstone, reprmted m 1867 and edited by MoCulloclu 
Overstone took a leadmg part m the movement for the stringent regulation 
of the issue of paper currency, which resulted m the Act of 1844 
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Tie recent Mstory of fluctuations of general credit shows much iv, m, 2 
variety of detail, but a close uniformity of general outhne. In 
the ascending phase, credit has been given somewhat boldly, and 
even to men whose business capacity has not been proved. For, 
at such times a man may gain a profit on nearly every transaction, 
even though he has brought no special knowledge or abihty to 
bear on it; and his success may probably tempt others, of hke 
capacity with himself, to buy speculatively. If he is quick to get 
out of his ventures, he probably makes a profit. But his sales 
hasten a fall of prices, which must have come in the course of 
time. Though the fall is likely to be shght at first; yet each down- 
ward movement impairs the confidence which had caused the nse 
of prices, and is still giving them some support. The fall of 
a lighted match on some thing that smoulders has often started 
a disastrous panic in a crowded theatre. 

2. ’ The area^ over which a fluctuation ofhminess enterprise 
and industrial activity commonly extends has widened; and 
it is widening. 

While the scale of fluctuations of credit has increased, some 
progress has been made in the tasks of forecasting them, and of 
making preparations against them They occupied a part of the 
attention of mediaeval Gilds and Trading Companies: but only in 
qmte recent times has the study of them been brought up to a 
high level of efficiency. Powerful businesses, as well as many 
newspapers, are now served by highly trained business corre- 
spondents m numerous centres; whose duty it is to report fully 
by post on broad gradual movements: they send telegrams, 
sometimes m cypher, in relation to matters that are of special 
interest to their principals. Meanwhile the collection of detailed 
information has been organized by both general and special news- 
papers, aided by telegraph and telephone: and thus the producing 
and distributing centres for each important class of goods are 
united, almost as completely as were the individual producers 
and traders in Manchester or Leeds or Lyons m earher times. 

This extension of the areas, over which fluctuations of industry 
and trade spread, is mainly due to two causes; which are indeed 
closely connected with one another. The fiirst is the increase in 
the size of the ordinary business umt: and the second is the 
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IV, m, 2, rapidity and cheapness of modem communications by land, water 
and air. The ownership of the means of production and transport 
is now distributed among a larger proportion of the population 
than formeily, in spite of the fact that the number of businesses 
engaged m production and transport is much smaller relatively 
to the population than it used to be The securities of many large 
businesses are quoted on the Stock Exchange, and their prices 
fluctuate m accordance mth broad changes affecting credit in 
general, as well as those which are peculiar to individual under- 
takings. 

The general tendency of fluctuations of credit to become inter- 
national was strengthened long ago by increased intercourse among 
the chief centres of industry and trade. Eecent improvements in 
the means of commumcation have m great measure umfied large 
business interests in many countries , while instantaneous electrical 
intercourse by land, sea, and air is making the whole western world 
one in regard to such mtelhgence as is of most concern to operators 
on great stock exchanges. This tendency has increased vastly m 
strength durmg recent years; but was strong before the age of 
steam and electricity. 

Of course it seldom happens that the imports of one country 
(A) from another (B) exactly balance her exports to S, some of 
the obhgations of each to the other are likely, in any case, to be 
discharged by the transfer of bills on other countries. But suppose 
that A is an old country, most of whose natural resources are fully 
developed, while B is a new country (such as Austraha), whose 
natural resources are large relatively to her population, or, an old 
country, hke Eussia or India, whose resources are large relatively 
to the capital at her command. In such a case A is hkely to accept 
payment for a considerable part of her exports to B in the form of 
stock exchange securities* some of these are hkely to represent 
public debts, for which B's Government is responsible: while 
others are issued by private trading companies. Meanwhile, many 
a bank, especially if it has offices m an old country and in a new, 
transfers muchmommand over capital, received from the pubhc in 
the old country to be employed on its own responsibility m the 
new. By these and similar means, nearly the whole free capital 
of the world is made available for developing the nchest natural 
resources of the world. 
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3. The ordinary course of a fluctuation of commercial iv, ni, s. 
credit^. 

An improvement of credit may tave its rise in the opening out 
of foreign markets after a war, in a good harvest, or in SQme other 
definite change: but more often it arises from the mere passing 
away of old causes of distrust, which had had their origin in some 
previous misfortune or mismanagement. Whatever its origin, when 
once begun it tends to grow. Bankers lend more by book credits: 
and, if they are issuers of notes, they increase their issues. Other 
business men trust their customers readily: bills of exchange 
multiply: new undertakings are started: orders are given to 
builders ^nd^ manufacturers* orders are given for additional 
machinery and other plant. At first the movement may be shght, 
but it gams strength as it grows. 

Producers find that the demand for their goods is increasing; 
they; expect to sell at a profit, and are wilhng to pay good prices 
for the prompt dehvery of what they want. Employers compete 
with one another for labour; wages rise; and the employed in 
spending their wages increase the demand for all kinds of com- 
modities. New pubhc and private Companies are started to take 
advantage of the promising openings which show themselves 
among the general activity. Thus the desire to buy and the willing- 
ness to pay increased prices grow together; Credit is ever more 
confident; bankers and others lend more freely; the instruments 
of credit multiply: prices, wages and profits go on rising: there 
is a general rise in the incomes of those engaged in trade: they 
spend freely, increase the demand for goods and raise prices still 
higher. Many speculators seeing the rise, and thinking it will con- 
tinue, buy goods with the expectation of selhng them at a profit. 

At such a time a man, who has only a few hundred pounds, can 
often borrow from bankers and others the means of buying many 
thousand pounds’ worth of goods, and every one who thus enters 
into the market as a buyer, adds to the upward tendency of prices, 
whether he buys with his own or with borrowed money. 

This movement goes on for some time, till at laht an enormous 
amount of trading is being carried on by credit and with borrowed 
money. Old firms are borrowing in order to extend their business; 

^ Much of this Section is reproduced from Economics of Industry by the 
present writer and hia wife, published pi 1879. 
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new firms are borrowing in order to start their business, and 
speculators are borrowing in order to buy and hold goods: trade 
is in a dangerous condition. Those whose business it is to lend 
money a^e among the first to read the signs of the times , and they 
begin to think about contracting their loans. But they cannot do 
this without much disturbing trade. If they had been more chary 
of lendmg at an earher stage, they would simply have prevented 
. some new business from being undertaken; but when it is once 

undertaken, it cannot be abandoned without a loss of much of the 
capital that has been invested in it. Trading companies of all kinds 
have borrowed vast sums with which they have begun to open 
mines, and build docks and ships and ironworks and factories; 
prices being high they do not get much building done for their 
outlay, and though they are not yet ready to reap profits on their 
mvestment, they have to come again into the market to borrow 
more capital. The lenders of capital already wish to contract their 
loans; and the demand for more loans raises the rate of interest 
very high. Distrust increases, those who have lent become eager 
to secure themselves: and refuse to renew their loans on easy or 
even on any terms. Some speculators have to sell goods in order 
to pay their debts; and by so doing they check the rise of prices. 
This check makes all other speculators anxious, and many rush 
in to sell. Bor a man, who has borrowed money at interest to buy 
goods, may be ruined if he holds them a long time, even while their 
pnce remains stationary: he is almost sure to be ruined if he holds 
them while their price falls. When a large speculator fails, his 
failure may cause that of others who have lent their credit to him; 
and their failure again that of others. Many of those who fail may 
be really ‘"sound”; that is, their assets may exceed their debts. 
But though a man is sound, some untoward event, such as the 
failure of others who are known to be indebted to him, may make 
his creditors suspect him. They may be able to demand immediate 
payment from him, while he cannot collect qmckly what is owing 
to him; and the market being disturbed he is distrusted; he cannot 
borrow, and he*fails. As credit by growing makes itself grow, so 
when distrust has taken the place of confidence, failure and panic 
breed panic and failure. The commercial storm leaves its path 
strewn with ruin. When it is over there is a calm, but a dull heavy 
calm. Those who have saved theniselves are in no mood to venture 
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again: companies, whose success is doubtful, are wound up, and iv,in,4. 
new compames cannot be formed. Coal, iron, and the other 
matenals fall in price as rapidly as they rose. 

When the credit and business activities of a country are in the 
ascending phase, her market becomes a good one to sell in, and 
a bad one to buy m; and the exchanges become increasingly un- 
favourable to her, till at last they reach specie point, and the 
exportation of the precious metals becomes profitable. It fore- 
shadows a fall of prices: people generally, and especially bankers, 
become anxious. Everyone takes alarm on his account, partly 
because he knows that others are taking alarm on theirs. His 
creditors ^re so far a httle more likely to demand payment than 
before, and his debtors a httle less certain to be ready with it. 

An adverse movement of the exchanges is often both a symptom 
and a cause of a slackening of the flow of credit. If not handled 
welk the ebb of credit may gather force and become a torrent: the 
greater had been the pihng up of waters in the ascending flow of 
credit, the greater the violence of the ebb. 

The immediate occasion of a commercial crisis has often been 
a few business failures, that would have been unimportant if the 
solid framework of business had not been overlaid by much rather 
loose credit: but the real cause of the crisis was not to be found 
in those small failures. It lay in the slender hold which much 
credit at the time had on sohd foundations. 

4. Tendency of fLuctuatiom of credit and industrial 
activity to become international. 

The transfer of international stock exchange securities, which 
results automatically from the natural tendency of such securities 
to fall in value in a stringent money market, is an instance of the 
rule that a high rate of interest induces people in general and 
speculators in particular to reduce their holdings of all marketable 
things for which they have not an immediate need. Eor instance, 
high rates of interest and discount in England increase the charges 
to which Englishmen are put who hold stocks of cotton or wheat 
or copper with borrowed money; and thus it lowers (other things 
being equal) the prices of cotton, wheat, copper, etc. in England 
relatively to other countries. This may possibly cause a httle ex- 
portation of these commodities.^to other countries; and probably 

I 
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I?, ni, 4 Will cause some cargoes of them with uncertain destination, or even 
provisionally destined for England, to be diverted by telegraphic 
orders to their ports. And every such movement would diminish 
the powe? of drawing on the part of other countries against England, 
and would make the exchanges less unfavourable to her. 

In the same way a rise m the rates of discount and interest makes 
Enghsh speculators unwilhng to hold large amounts of stock ex- 
. change securities ; the price of these consequently tends downwards 

in Enghsh markets and such of them as are international in 
character are promptly sold by telegraph or otherwise in markets 
in which their price has not fallen. 

But this is not all. Commodities are not held ^spepulatively 
except in anticipation of a rise of price. But stock exchange 
securities yield a direct income independently of any such rise. 
Securities, therefore, are held semi-speculatively under a less 
confident belief that their price will rise than would be necessary 
in the case of commodities that yielded no income themselves; 
and consequently a slight increase in the profits so made by the 
uses of money in other ways will turn the balance of advantage 
against the continued holding of a larger volume of securities than 
of commodities. Finally, they are perfectly ‘‘graded,’’ and can 
be described exactly, so that the purchaser does not need to see 
them before final delivery ; their direct cost of transport is nominal ; 
the risk of loss in transport is very small, and some of them can 
even be replaced if lost; and lastly the demand for them is elastic, 
and the power which foreign markets have of absorbing them is 
very great. 

To sum up: Bankers’ drafts and other financial paper have 
recently grown into importance relatively to commercial bills as 
means of transferring the temporary use of capital from one 
country to another. There has been a great increase in the transfer 
of stock exchange securities by post, and of the command over 
them by telegraph: and the power of all these three agencies has 
been very much increased by the improvement of postal com- 
mimicationsandespeciallyby the telegraph. Even commercial bills, 
though smaller in volume relatively to the aggregate of business 
transactions than they used to be, have gained so much in strength 
from the new facihties of communication that though their power 
has diminished relatively, it is absolutely greater now than ever 
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before. And all these agencies taken together can operate so iv,in, 4. 
promptly in every way, that in spite of the vast oscillations of 
modern business, no western country can remain under pressure 
for any considerable time, while others have ready capital to spare, 
and she has not lost their confidence. 

The international money market obtains ever more solidarity: 
the rates of discount, the prices of securities, and the prices of 
easily portable commodities vary in difierent countries less and. 
less from their mean international level; and the exchanges are 
seldom allowed to move from par so far and so long as to cause 
any considerable futile movement of the precious metal: that is, 
a movement jvhich is occasioned by a mere want of balance of 
immediate international claims, and would therefore be hkely to 
need to be effaced by an opposite movement when these particular 
claims have been adjusted Thus, the trade, which England carries 
on with the various countries of the world, is m fact welded into 
one whole, she balances her indebtedness, not with each other 
country separately, but with them ail together. If her prompt 
claims on (say) New Zealand run a httle short of New Zealand’s 
claims on her, a small turn of the exchanges in favour of New 
Zealand and against England, brings at once into play excess of 
prompt claims which England has on other countries, sometimes 
enabling them to act directly, sometimes working round through 
a third and perhaps fourth and fifth money market. Thus, unless 
England is really short of prompt claims on the world as a whole, 
her exchanges with New Zealand are not likely to become very 
unfavourable to her. Various accidents, especially shocks to com- 
mercial or political credit, may cause a sharp divergence between 
her exchanges with difierent countries. But in placid times, 
England’s exchanges with the chief gold-using countries of the 
Continent, tend to move together: and though the connection is 
less close, the same is m a great measure true of her exchanges 
with the gold-using countries of the rest of the world. 
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RELATIONS OF THE MONEY-MARKET TO FLUCTUA- 
TIONS OF INDUSTRY AND TRADE, CONTINUED 

1. Some variatmis in the rate of interest oUainaUe for 
the use of capital (with good security) correspond to changes 
hi the prospects of high profits to he obtained in the develop- 
ment of industries new and old others correspond to varia- 
tions in the supply of capital^ relatively to the development 
of existing enterprises^ and the inception of others. 

Interest is commonly taken to be the percentage on a loan 
which a borrower pays for a period of the loan, generally a jsear: 
a high rate of interest always indicates strong demand for the 
loan of capital This demand may be the result of lasting general 
distress; but it is more often the result of expectations, whether 
well founded or not, that general prospenty is hkely to be high. 
It is sometimes caused by a prospect of great gains to be probably 
derived from the use of capital in existing businesses or in new 
enterprises. And it is sometimes caused by the discovery that the 
provision of capital made from some important enterprises, has 
been inadequate; insomuch that more must be risked, or else 
much must be lost. The rate of interest often rises rather high, 
imder the influence of hope, in an ascending phase of industrial 
and commercial activity and prosperity: but it seldom rises very 
high for that reason. On the other hand, it may be raised to a 
vast height by fears that commercial or pohtical disturbances may 
soon restrict the operations of credit; and thus impel many people 
to strengthen their own positions by calhng in all payments due 
to them, which are within their control. 

Commercial distrust tends to fluctuate more or less in ten-year 
periods. Pohtical distrust knows no law. The price of the British 
National Debt, bearmg 3 per cent interest, touched 97 in 1792; 
it fell below 48 in 1797 and in 1798. It fluctuated between 53 
and 65 m the year of Waterloo; it touched 97 in 1824, but fell 
to 76 during the troubles of 1825^ 
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2. Discount on a hill is a deduction of interest from the w, iv, % 
amount written on its face. Its elasticity and ease of adapta- 
tion to the circumstaiices of each particular advance enable 
it to play a chief part in the quick adjustment of free capital 
to the demand for it 

TKe rate of discount is distinginslied on the Money Market, for 
practical reasons, from the rate of interest on short loans but 
it will be sufidcient here to consider only those conditions which 
are common to both. The rate of interest for long loans is governed 
on the one side by the needs of businesses for capital to carry 
them through the undertakings which they have in hand, or m 
view; and, on the other side by the amount of capital which is 
not as yet specialized or “fixed’’ in any particular use. This 
amount is in effect the excess of recent aggregate production over 
the corresponding consumption of wealth; together with the 
amount of new wealth, which has already been given over to 
productive uses, but is not yet distinctly speciahzed to any one. 

The rates of interest for short periods, and of discount, are of 
course often changed at short intervals, in accordance with 
fluctuations in the general activity of the markets and their 
confidence as to the prosperity of the near future^. 

It IS obvious^ that the mean rate of discount must be much 
under the influence of the mean rate of interest for long loans; 
which is determined by the extent and the richness of the field 
for the investment of capital on the one hand, and on the other 
by the amount of capital seelang investment If the amount of 
capital has been increasing fast, then, in spite of a great widening 
of the field of investment, it forces down the rate of discount. 

The fall in the rate of discount so caused fails to stimulate 
speculation, because it has been itself caused by the difficulty 
of finding good opemngs for speculative investment this difficulty 
may be due in part to the fear that prices will go on faUmg. 

^ As IS well known, interest at 1 per cent for a quarter of a year is at a ratter 
higher rate than 4 per cent for a year For instance, £10,000 lent for three months 
on the 1st of January would become £10,100 on the 1st of April, £10,201 at the 
rate of 1 per cent, for a second three months; a very httle more than £10,303 
after a third three months; and rather more than £10,406 at the end of the year. 
Differences of this kmd are not worth considermg m ordinary busmess; but they 
demand notice in transactions mvolvmg large sums of money. 

* This paragraph is reproduced from evidence submitted to the Gold and 
Silver Commission, 1887-8, Question 9^86, 
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IV, IV, 2. EqiulibriTiin is found at that rate of interest for long loans (and 
the corresponding rate of discount for short loans) which equates 
supply and demand. 

Again, .the influx of a good deal of bullion into the city is likely 
to lower the rate of discount. This does not mcrease the amount 
of capital, in the strictest sense of the word: it does not increase 
the amount of building materials, machinery, etc. But it does 
increase the amount of command over capital which is in the hands 
of those whose business it is to lend to speculative enterprise. 
Having this extra supply, lenders lower still more the rate, which 
they charge for loans, and they keep on lowering it till a point is 
reached at which the demand will carry off the larger supply. 
When this has been done, there is more capital in the hands of 
speculative investors, who come on the markets for goods as 
buyers, and so raise prices. Further, the influx of bulhon will 
have caused people to expect a nse of prices, and, therefore, to 
be more mchned to borrow for speculative investments Thus it 
may not be necessary to lower the rate of discount very much. 
The increased demand for loans will meet the increased supply 
haff way; and, after a time, may outrun it, causing a rise in the 
rate of discount. But, as this rise will be merely an incident in 
a senes of changes which put more command over capital m the 
hands of speculative investors, it will go with an increased demand 
for goods and a continued nse of prices. 

This appears to be the way in which an extra supply of the 
precious metals will bring prices up. Having been raised, they will 
be sustained. For, the methods of business remaining stationary, 
if a man with an income of £1000 keeps on the average £12 in his 
pocket; and if there is more currency in the country, so that his 
share is mcreased from £12 to £14 : then what was formerly bought 
by £12, will now be sold at £14. Thus higher prices are sustained 
by an increase in the amount of cash on hand, which a person 
cares to keep. This amount depends upon the habits of business 
in his particular rank of life, together with his individual pecuh- 
anties: if they^are not changed, any increase m the amount of 
currency which falls to his share will raise proportionately prices 
so far as he is concerned. 

Speaking generally then, it may be said that a rise in the rate 
of discount is caused by an increase m the desire of some of those 
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wiio use capital to borrow; or by a decrease in the willingness iv, iy,2. 
of some of those, who are in control of capital, to lend. The first 
commonly indicates increased confidence, and perhaps increased 
prosperity; the latter generally indicates the opposite. Looking 
at the special case of the effect of an increase in currency on the 
rate of discount in the western world, the cycle seems to be this. 

The new currency, or the increase of currency, goes, not to private 
persons, but to the banking centres; and, therefore, it increases the 
wilhngness of lenders to lend in the first instance, and lowers the 
rate of discount. But it afterwards raises prices, and therefore 
it tends to increase discount. This latter movement is cumulative. 

The loans to one man make him a good customer for others at good 
prices, and*make them therefore eager to borrow : that makes them 
good customers; and so the movement grows. Thus, a fall in the 
purchasing power of money tends, after a while, to raise the rate 
of discount and the rate of interest on long investments^. 

The history of variations in the current rate of discount seems 
to indicate, as might be expected a jpnor%\ first, that rates of 
discount will generally be higher when prices are rising than when 
they are falhng, because the borrowers will be eager for loans: 
and secondly, that they will generally be higher dunng periods of 
high prices, than m periods of low prices; not because one is the 
cause of the other, but because both are the results from the same 
cause — the prevalence of a confident spirit m the business world. 

Those periods are, however, liable to be broken by cyclones of 
distrust, and such cyclones raise discount for a time to the very 
highest levels of all They are accompanied by falhng prices, 
followed by falhng rates of discount. A change in the rate of dis- 
count IS indeed the ripple of a wave on the surface- the average 
level of the rate is governed by the rate of interest which can be 
got for the investment of capital and this is being lowered by the 
rapid and steady growth of things, the actual excess of production 
over consumption. If destructive wars could be stayed, the rate of 
interest on secure investments would fall far. Labour might then 

• 

^ Loans for short periods are often obtained at exorbitant rates of interest 
from professional money lenders • but a trusted customer can obtain such a loan 
easily from bis bank, and at a very low rate. Much the greater part of suck loans 
are however obtained by discounting a bill not yet due In former times, a bill 
frequently passed from one hand to another, bemg endorsed by every one who 
handled it: all such signatories bemg of course responsible for it m their order. 


M M 
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IV, IV, 3. be eq[mpped with powerful apphances, and yet retain by far the 
greater part of the value, which is added to raw material by the 
jomt operations of labour and capital. 

To conclude, the rate of interest is governed by the average 
profitableness of business in general, fluctuations of the market 
rate of discount about the average rate of mterest are governed 
by a great variety of passing incidents in the general course of 
business. The rate at which the Bank of England discounts first- 
class bills controls in great measure the general rates of discount 
for bills of various classes: that rate influences the course of 
business at large, partly because it reflects the general character 
of current business. 

3. Prompt action hy the Banh of England in regard to 
the rate of discount often checks unreasonable expansions of 
credit^ which might otherwise grow, after the manner of a 
fall of snow on a steep mountain side. 

It is a matter of common experience that even a temporary 
stringency of the money market materially afiects stock exchange 
prices: this result is apt to be thought natural; but it calls for 
some explanation. The rate for stock exchange loans, like aU 
others, is quoted annum', and if this rises 2 per cent, the charge 
for a fortmghtly loan needed for carrying over to the next account 
nses less than a tenth of 1 per cent. : and it is not pnma facte 
reasonable that in consequence securities should fall in price by 
much more than one-tenth per cent., as m fact they frequently do. 

Of course fluctuations of prices m the market are caused mainly 
by fluctuations m relative strength and eagerness of bulls and bears 
m the market; stocks in the hands of steady investors take httle 
or no immediate part m the play. Prices stifl!en if, when the account 
day comes, the amount of loose stock ready to be dehvered is small 
relatively to that which the bulls are ready to carry, and vice versa. 
Some bulls and some beam are sure to be on the margin of doubt, 
whether to continue or not, and both will watch the rate of dis- 
count. If the loose surplus of loanable money in Lombard Street 
is small, and carrymg over rates are stiff, a few bulls will elect 
to close out, and avoid these stiff rates : so they will pay or receive 
differences, according as prices are lower or higher than when they 
bought; and their demand will have ceased. On the other hand, 

r 
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a few bears, forecasting this tendency, will bave increased hopes 
that prices will move in their favour, and will be inchned to 
continue their offers by carrying them to the next account instead 
of setthng at this account. These movements may be srn^ll: but 
they are apt to act like a f alhng stone on a steep hill-side covered 
with loose snow. The stone gathers a httle snow, the snowball 
gathers more snow , and ultimately there is big movement, which, 
imder exceptional conditions, becomes an avalanche. Similarly the 
httle fluctuation in price started by the action of these few people, 
who were before on the margin of doubt, and therefore hable to be 
influenced by a small cause, will act on the opinions of others 
and thus be magnified. If the market happen to be in a nervous, 
hysterical conation, even so shght a cause as a small rise in the 
rate of discount may initiate a stock exchange avalanche, or panic. 

In ordinary times, cool heads predommate among professional 
speculators. They distingmsh between those stringencies of the 
money market which may probably foreshadow worse things to 
come, and those which are in the normal course of events for 
instance, they expect a temporary stringency caused by the with- 
drawal of money from the city to the country m harvest time; 
and find profit in the undue significance which the amateurs at- 
tribute to the consequent movement on the Exchange. But the 
ordinary professional is himself at a hke disadvantage relatively 
to great financiers in anticipating those wayward moods of the 
money market that conform to no rule: for indeed those moods 
are themselves largely fashioned by the great operators. 

For instance, the temporary withdrawal of a comparatively 
small sum of gold from the central reserve m the Bank of England 
acts appreciably on discount, and therefore on the power which 
the market has of carrying stocks, and therefore on their price. 
A moderate force apphed to the regulating value can bring into 
play great forces, whose action can be exploited for the benefit 
of those who know of it beforehand, because they have contrived 
it. Such manoeuvres are indeed difficult in any country, the basis 
of whose currency is an estuary of the vast international ocean 
of gold. But they are easy, where the currency is isolated; 
especially when it consists of inconvertible paper^. 

^ In recent years, since silver has ceased to be a chief medium of large trans- 
actions, it has been easy to act upon the small margm of silver that has been 

17—2 
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bt, IV, 4, 4. Tentative suggestions as to directions, on which organ- 

ized effort may possibly work, with the purpose of diminishing 
fluctuations of employment, without slackening the advance 
of industrial technique^. 

Economic institutions are the products of human nature, and 
cannot change much faster than human nature changes. Educa- 
tion, the raising of our moral and rehgious ideals, and the growths 
of printing press and telegraph have indeed affected Enghsh 
human nature: and many things, which economists nghtly con- 
sidered impossible thirty years ago, are possible now. The rate 
of change is increasing constantly and rapidly: and we may be 
tempted to speculate boldly for the future. But -we have to act 
for the present; and to take human nature, not as it may be, 
but as it IS. 

There are some causes of discontinuity of labour which we cannot 
remedy, such as bad harvests; and some which we should net wish 
to remedy, such as new inventions. Almost every invention does 
some partial harm, and, as the rate of invention increases, so this 
harm increases. But it yields a large net surplus of good, and 
those, who reap the good, may be expected to bestow some of it 
to shield those on whom the harm falls. 

Those causes of discontinuity which he within our scope, and 
are remediable, are chiefly connected in some way or other with 
the want of knowledge; but there is one which is wilful: it is 
fashion. Until a httle while ago only the rich could change their 
clothing at the capricious order of their dressmakers: but now all 
classes do it. The histones of the alpaca trade, the lace trade, the 
straw hat trade, the nbbon trade, and a multitude of others, tell 
of bursts of feverish activity alternating with deadening idleness. 

Forced interruption to labour is a grievous evil. Those, whose 
hvehhood is secure, gam physical and mental health from happy 

fluid in the market at any time To lower or raise its gold price for a time by a 
twentieth was not a very difficult task* and since all securities, the income from 
which was payable in silver, foUowed suit for a tune at least, there was scope 
for risking a littSe m the silver market, and makmg large gams m stocks. Illus- 
trations of this kmd might be multiphed but enough has been said to emphasize 
the enormous power of those who can sow the seeds of a great change m values 
m one field of speculation, and reap the harvest m remote fields where they 
alone look for it. 

^ This section and the next are based on an Appendix, contributed by the 
present writer, to the Export of the Industrial Eemunerahon Conference, 1899 
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and well-spent holidays. But want of work, with long continued iv,iv,4 
anxiety, consumes a man’s best strength without any return. His 
wife becomes thin; and his children get, as it were, a nasty notch 
m their lives, which is perhaps never quite overgrown. 

In backward countries irregular employment is, so to speak, the 
rule, as it was m England in earher days; and as it is even now 
with some artisans, who work on their own account. Because it is 
the rule, very little is heard about it: and, thanks to the breadth 
of her markets and the freedom of her trade, she suffers less from 
it than most other nations. 

Better and more widely diffused knowledge is a remedy for that 
excessive confidence which causes a violent expansion of credit 
and nse of prices ; and it is also a remedy for that excessive distrust 
that follows. One of the chief sources of disturbance is the action 
of the general public in providing funds for joint-stock companies. 

Having insufficient technical knowledge, many of them trust just 
where they should not . they swell the demand for bmlding materials 
and machinery and other things, just at the time at which far- 
sighted people with special knowledge detect connng danger, and 
this reacts on other trades. With every expansion and contraction 
of credit prices rise and fall. This change of prices presses heavily 
even on those who kept themselves as far as possible from the 
uncertainties of trade, and increases in many ways the intensity 
of commercial fluctuations. For just when private traders and 
public companies are most mchned to reckless ventures, the in- 
terest which they have to pay on borrowed capital represents an 
exceptionally small purchasing power, because prices are high. 

And in the opposite phase, when their resources are crippled by 
the stagnation of business, the lowness of prices compels them to 
sacrifice a much greater amount of real wealth in order to pay their 
interest. When traders are rejoicing in high prices, debenture and 
mortgage holders and other creditors are depressed; and when the 
pendulum swings the other way, traders, already depressed, pay 
an exceptionally heavy toll to their creditors. This^evil nught be 
lessened by the adoption of the plan, already indicated^, of making 
long-term contracts in Official units of general purchasing power, 
instead of in currency. 

^ See Book I, i, § 3. 
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5. Goncltiding observations. 

The sagacity and public spmt of the leading minds both among 
employers and employed are increasing fast. But, while human 
nature is what it is, they are not likely to be so unselfish as never 
to curtail production, when they can benefit themselves by doing 
it, though at a great cost to others. 

It is true that a committee of able business men in the country, 
representing not one trade interest but many, might conceivably 
give counsel by which the traders might regulate themselves. 
A committee somewhat of this kind does meet once a week 
in the Bank of England parlour; and it occasionally gives pregnant 
hints to the public, but that is only incidentah to ^ its proper 
business. It is conceivable that a body of able disinterested men, 
with a wide range of business knowledge, may ultimately be able 
to issue predictions of trade storm and of trade weather generally, 
that may have an appreciable eflect in rendering the employ- 
ment of industry more steady and continuous. But a committee, 
that was not of natural growth, would not be very likely to 
succeed. 

WTien considering how such a committee might come together, 
our thoughts naturally turn to the hopes of co-operative federation. 
The obstacles to the management of the more difficult kinds of 
business on the co-operative principle are great; but any piece of 
sohd work that is done on the co-operative plan is a great good. It 
helps in many different ways to brighten the future of England’s 
industrial hie, and for one thing can scarcely fail to diminish 
forced interruptions of work. 

The highest ranks of industry are not those which have the 
softest hands or wear the neatest coats. They are those w'hich 
make the most use of high and rare faculties. A working-man 
may do better for his son by fitting him to become a responsible 
foreman, than if he makes him a second-rate clerk or school- 
master: the foreman will probably do the higher work, and rightly 
get the higher wages. The more there are of men, who are fit to rise 
to the higher posts m the management of business, the greater will 
be the competition for the aid of ordinary labour, and the higher 
will be the average level of wages. 

The chief remedy, then, for low wages is better education. 
School education makes the mkid elastic, ready to take m new 
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ideas, and able to communicate freely with others. But what iv,iv,6. 
makes one man really higher than another is a vigorous, straight- 
forward character. The work of true education must be in great 
part done by parents: they have the best opportumties for 
teaching their children to feel rightly, to act strongly, and to 
spend wisely. 

The aim of social endeavour must be to increase the numbers 
of those who are capable of the more difl&cult work of the world, 
and to dimimsh the number of those who can do only unintelhgent 
work, or who perhaps cannot even do that. The age of chivalry 
is not over: we are learning how dependent the possibihties of 
leading a^ noble hfe are on physical and moral surroundings. 

However great may be our distrust of forcible sociahsm, we are 
rapidly getting to feel that no one can lay his head on his pillow 
at peace with himself, who is not givmg something of his time and 
his substance to dimmish the number of the outcasts of society; 
and to increase yet further the number of those who can earn a 
reasonable income, and thus have the opportunity of hvmg a 
noble hfe. 
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NOTES ON THE EVOLUTION OF MONEY 

, App A, 1 , 1. A cmivenient medkim of exchange loas needed even in 

early times for hargahis hetiveen different family groups^ and 
heVween tribes into which such groups expanded. 

Egyptian bas-reliefs suggest that the %nd%v%dual man of the 
present time is not very much more capable, physically and in- 
tellectually, than were many of his ancestors thousands of years 
ago^. But in the modem age men collectively are able to compel 
Nature so to work in their service that the average material well- 
being of a vast population is far higher than was possible formerly, 
even when Nature’s resources were very large and generous 
relatively to the population. This result is due mainly to organiza- 
tion, combined with the foresight, which induces people to make 
provision for their own future, and to a complex of motives which 
leads each generation to make provisions of a durable kind, that 
will yield much of their fruit m distant times. Despotic power, 
moved by the desire to be remembered long, and aided by subtle 
knowledge of engineering and astronomy, produced the pyramids. 
But the application of increasing command over Nature to the 
improvement of the conditions of the life of the masses of the 
people made very little progress till quite recent times. 

What improvement there was, resulted mainly from an increase 
in the freedom of movement and of industrial occupation, under 
the protection of improving social order. The breaking up of old 
traditions no doubt destroyed some defences, with which custom 
had covered the conditions of the “inferior” orders of the people 
Some of its immediate effects were injurious . but it was a necessary 
step towards their hberation from servile or semi-servile conditions. 
Its chief instrument was the substitution of values expressed in 
terms of money for obhgations expressed in terms of custom. 

Tins money-instrument worked harshly in some directions, but 

^ This Appendix is attached to Book I, Chapter i. 

® This notion was impressed on me by my father in the British Museum 
seventy years ago. 
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no alternative for it, wHch could have extended throughout app. a,2 
the people, seems to be suggested by history. Great ruhng classes 
have indeed controlled the affairs of nations by organized mili- 
tary force . but effective freedom could be attained by the mam 
body of any nation, only on the condition that everyone could 
dispose of his goods and services to whoever was able and wilhng 
to give a return, that met his particular reqmrements and tastes. 

2. Even at times, when the relations between different 
individuals and different classes were largely regidated by 
custom and by force, free bargaining prevailed at fairs; and 
need arose therefor a ^'‘current'' medium of exchange* 

Gibbon, following closely on Aristotle’s lead, and in accordance 
with eighteenth century notions as to early deliberate Social 
Contracts, said that money and letters were invented, the one to 
express our wants and our property, and the other to express 
our Ideas; both, '‘by giving a more active energy to the powers 
and passions of human nature, have contributed to multiply the 
objects they were designed to represent.” We now know that 
primitive folk do not form large purposes m advance and pursue 
them on set plans: their appliances are not invented, but grow 
gradually by imperceptible steps. 

The exchange of goods began long before the rights of possession 
of an individual had been clearly and fully marked off from those 
of the family, or village, or tribe. Things were given and others 
received m return; and help was lent by one man to another, 
with the understanding that its equivalent would be rendered on 
occasion. But the notion of a defimte measurement of give and 
take, whether m regard to exchanges that were completed in a 
single transaction, or to the return for past aid in the form of 
labour or goods (advanced “on credit,” to use a modern phrase) 
emerged but slowly^, 

^ The backwoodsmen who cleared away the virgin forests of Eastern America, 
invoked one another’s help for rolling heavy logs But, keen bargainers as they 
were by nature, they did not measure exactly the work involved in each roll: 
a general sense of fairness and good fellowship sufficed m place of detailed records 
of services rendered, and at a later date “honour among thieves” enabled log- 
rolling to work smoothly among those who combmed to plunder the people for 
the benefit now of one special mterest and now of another. More defimte obliga- 
tions might be incurred m a similar way. One man might lend to another a 
quantity of gram, to be returned with increase perhaps after the next harvest; 
or the use of a horse or a canoe for an expedition to be requited by a definite 
quantity of a like service later, and sermon. 
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App A, 2. Accordingly it has been argued with some show of reason that, 
though the uses of a modern currency are larger and freer in 
domestic trade than in foreign trade, yet the early origins of money 
were in a sort of international trade which made its appearance 
at the periodical meetmgs of neighbouring clans for trade. At such 
meetings, which were akin to fairs, barter dominated, there being 
no place as a rule for credit: but it was supplemented by the use 
' of some things of trifling nature which were used as media of 

exchange^. 

Among pastoral and agricultural peoples with abundant territory 
the first place was taken by cattle (or in some places by reindeer, 
buffaloes and other hve-stock) , because they transported them- 
selves, and, though the individual perished, the stock could be 
mamtamed permanently, it yielded an income and was a source 
of mcrease of capital — a term which is said to be derived from 
caput or head of hve stock. And when land became scarce in a 
more settled civilization, symbohc representations of cattle, im- 
pressed upon strips of leather were used as currency, thus fore- 
shadowing the credit value of the inconvertible paper currency 
of later days^. 

^ TIius furs, hides, specified weights of leather, pieces of cloth and mats of 
customary size and quahty; blocks of dried fish, tobacco, salt, sugar and wax, 
almonds, dates, cocoanuts and even eggs have been used as money so also have 
javelins, spear heads, copper, knives, etc Much silver is even now stored up 
m the bangles and other simple ornaments of the needy Hindoo, and the im- 
pulsive American Indians are patient enough to get together great quantities 
of United States com, among other things, to be used as personal ornaments. 

A summary of the varieties of material used as money in primitive oivihzations 
13 given by Wagner, Soctaloekonomische TJieorie des Geldes, n, C The recrudes- 
cence of “ natural ” money m the American colonies under the combmed mfluences 
of close contact with the natives, of poverty m the precious metals, and of bad 
management of their banks and paper currency, are well told in Sumner’s History 
of American Currency see also Weeden’s Economic History of New England 
Devices for keeping up the standard of legal tender tobacco money m Virgmia 
are described in White’s Money and Banking, ch i 

2 Prof Ridgeway has shown that the first umt of weight over the whole baam 
of the Mediterranean and eastwards to India was that of a piece of gold, of such 
a size that it represented what had been up to that time the chief customary 
unit, VIZ, the value^of a standard ox or cow. And this gold unit seems to have 
been the parent of modem metallic currencies It would seem, moreover, that 
a standard ox umt of gold was everywhere of nearly the same size, a little larger 
than our sovereign, and that it no'where contained less than 120 and nowhere 
more than 140 grams of gold. He attributes this comcidence to frequent and 
easy trafl5.c along various trade routes which between them umted the shores 
of the Atlantic and the Indian Ocean. 

Agam, sometimes a commodity, whiqji had satisfied the chief requirements 
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To conolnde. The varieties and vicissitudes of primitive currencies app a, 2. 
are full of romantic interest, and they throw much hght on the 
permanence of certain elements in human nature, as well as on 
the plasticity of the institutions m which those permanent elements 
take effect. The use of a thing as a general medium of exchange — 
and this is the primary function of money — grew up without con- 
scious purpose. Its position could not be strong unless it satisfied 
some general want as a commodity for sohd service or for ornament ; 
and no great increase in its quantity could be made without 
considerable effort. Each of these conditions contains a latent 
element of confidence, trust or '^credit'' that a man’s neighbours 
would acl3 in» the future as in the past Little doubt as to such 
permanence ever obtrudes itseM on the primitive, unanalytical 
mind* but none the less is it true that a thing could not obtain 
vogue as a medium of exchange, unless people generally had a quiet 
and* perhaps almost unconscious expectation that it would not 
suffer any considerable loss of prestige during the period, whether 
short or long, of its stay in their possession. 

As industry and trade developed, an even more urgent need 
developed for the coordination of one set of media of exchange 
that were suitable for large dealings, and of another set that were 
smtable for small dealings * that need was best met by coins, some 
made of rare metals and others of common metals. No quite 
satisfactory material has yet been found for currency of very 
small denominations. Paper has been tried by some impoverished 
Governments : but it would really be an expensive currency, if so 
constantly renewed as to be kept clean , and it has become offensive 
when allowed to be dirty. As a substitute for bronze Jevons has 
suggested steel, stamped by very powerful machinery, and then 


of a medium of exchange, was superseded by inferior substitutes, which de- 
generated till they resembled a discredited inconvertible paper currency Thus 
some fish-hooks, used as currency by fishermen on the shores of the Pacific, were 
frequently lost, or worn out, and therefore they could not fall m value much 
below their cost of production, which was considerable • and as their production 
was open they could not rise much above it. But after a whil^ their use as currency 
spread inland, and, bemg handled by people who could not judge their merits, 
inferior specimens of them found vogue* and the deterioration contmued till ail 
the remammg hooks were used in fishing their place was taken by useless pieces 
of bent wire, and the low cost of makmg such thmgs ultimately governed the 
value of the currency. The observations in The Wealth of Nations on “the ongin 
of money” are modern in tone. They are well supplemented by notes in Cannan^s 
edition. ^ 
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ipp. A, 3. hardened and protected from nist. Some such suggestion as this 
might perhaps be combined with a provision that all coins of less 
value than, say, six pence should be made of base metal, and be of 
such sizes- and shapes as can be conveniently distmguished in the 
dark. Some should be oval, others perhaps square or hexagonal 
with blunted corners. None should be either much larger or much 
smaller than a shilling. 

3. Services rendered even by crude forms of money. 

Money needs to be durable, in so far as it serves the purpose of 
complex trade, for that is likely to take a long time in completing 
its round of exchanges: cubes of salt for instance hav^ done a good 
deal of exchange work in some primitive markets. But the handling 
of such things in any considerable quantity is cumbrous* so the 
right to receive a certain number of cubes would be transferred 
from one person to another. To speak more generally, as soon as 
a thing became recognized as sure to be available in exchange 
for other things in any place, it became a primitive sort of money : 
and values would come to be expressed m terms of it, even where 
a mere title to it was given m exchange for some commodity 
after a time arrangements might grow up for lessening the actual 
transfer of the cubes. The seller of a horse having a right, say, to 
fifty cubes of salt — salt would be hkely to be of high value rela- 
tively to horses under primitive conditions — might transfer his 
rights to the cubes to various persons, from whom he desired to 
obtain other things. That is, cubes of salt would be on their way to 
become primitive money. It seems certain that the use of money 
often came into vogue somewhat in this way. 

The advantages which any one such crude money had over its 
rivals might be shght at first But every step in advance would 
increase the pace at which it drew away from all competition, and 
became established in use as current money. For every one would 
be wilhng to accept it in exchange, even though he had no direct 
use for it; because he knew that others would do the same, and 
for the same reason. 

In times when custom and tradition rule, even a crude “money’' 
of so variable a character as beaver skins, will develop a well 
understood price list for ordinary commodities; and many such 
hsts have been preserved, (It is be noted that a price list for 
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200 commodities would need but 200 entries, a list of rates of app a, 4. 
barter would need 39,800 entries)^. 

Sometimes a medium of exchange, in which customary and other 
values had been reckoned, passed out of existence without leaving 
any substitute which claimed to fill its place and spoilt its fair 
name. If then its vogue had been great, liB name might be used 
as a money of account, in which prices were wrangled about, and 
ultimately settled, the actual payment being made m the things 
that were '' current’’ at that time and place, as media of exchange^. 

4. Uncertainties of ti'acle hij barter betiveen tivo indi- 
viduals^. 

Let us’coifsider the case of two individuals engaged in barter. 

A has, say a basket of apples, B a basket of nuts; A wants some 
nuts, B wants some apples. The satisfaction which B would get 
from one apple would perhaps outweigh that which he would lose 
by parting with 12 nuts, while the satisfaction which A would get 
from perhaps three nuts would outweigh that which he would lose 
by parting with one apple. The exchange will be started somewhere 
between these two rates but if it goes on gradually, every apple 
that A loses will increase the marginal utility of apples to him and 
make him more unwilling to part with any more: while every 
additional nut that he gets will lower the marginal utility of nuts 
to him and dimmish his eagerness for more and mce versa with B. 

At last A’s eagerness for nuts relatively to apples will no longer 
exceed B’s, and exchange will cease, because any terms that the 
one is wilhng to propose would be disadvantageous to the other. 

Up to this point exchange has increased the satisfaction on both 


^ See Ridgeway, Origin of Gurrenci/, chap n, and Schurtz, Entstehungs 
Geschichte Geldes, chap, xvi 

2 Moneys of account seem to have been common m many stages of civihzation 
Thus the shillmg was for many centuries simply a parcel of pence, though 
accounts were generally rendered in shilimgs each represented at first four 
or five pence, and ultimately twelve pence. In like manner the rouble was a 
money of account consisting of 100 copecks, and not a com, till the time of Peter 
the Great 

On the other hand the once common gumea is a money cf account now And 
Tyrolese peasants still often render accounts in Gulden and iCreutzers, though 
for several years such accounts have had no legal validity, Agam m the Philippme 
islands prices are quoted in reales and quartos, though no such coins exist now. 
(Kemmerer, Monet/ and Prices, p 276 n ) 

® This section reproduces Appendix F of the present writer’s Principles of 
Economics, 
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APF. A, 4. sides, bnt it can do so no further. Equilibrium has been attained; 
but really it is not the equilibrium, it is an accidental equilibrium. 

There is, however, one equihbrium rate of exchange which has 
some sort of right to be called the true equilibrium rate, because 
if once hit upon it would be adhered to throughout. It is clear that 
if very many nuts were to be given throughout for an apple, B 
would be wdhng to do but httle business; while if but very few 
were to be given, A would be wilhng to do but httle. There must 
be ^ome intermediate rate at which they would be willing to do 
business to the same extent. Suppose that this rate is six nuts for 
an apple; and that A is wilhng to give eight apples for 48 nuts, 
while B IS willing to receive eight apples at that rate; but that A 
would not be wdhng to give a ninth apple for another six nuts 
while B would not be wilhng to give another six nuts for a mnth 
apple. This is then the true position of equilibrium, but there is 
no reason to suppose that it will be reached in practice. 

Suppose, for instance, that A'% basket had originally 20 apples 
in it and jB’s 100 nuts, and that A at starting induces B to beheve 
that he does not care much to have any nuts; and so manages to 
barter four apples for 40 nuts, and afterwards two more for 17 
nuts, and afterwards one more for eight. Equihbrium may now 
have been reached, there may be no further exchange which is 
advantageous to both. A has 65 nuts and does not care to give 
another apple even for eight, while B, having only 35 nuts, sets 
a high value on them, and will not give as many as eight for another 
apple. 

On the other hand, if B had been the more skihul in bargaining 
he might have perhaps induced A to give six apples for 15 nuts, 
and then two more for seven. A has now given up eight apples 
and got 22 nuts* if the terms at starting had been six nuts for an 
apple and he had got 48 nuts for his eight apples, he would not 
have given up another apple for even seven nuts; but having so 
few nuts he is anxious to get more and is wilhng to give two more 
apples m exchange for eight nuts, and then two more for nine nuts, 
and then one mpre for five; and then again equilibrium may be 
reached; for B, having 13 apples and 56 nuts, does not perhaps 
care to give more than five nuts for an apple, and A may be 
unwilling to give up one of his few remaimng apples for less 
than six. 
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In botli these cases the exchange would have increased the apf. a, 4. 
satisfaction of both as far as it went; and when it ceased, no further 
exchange would have been possible which would not have di- 
minished the satisfaction of at least one of them. In each case 
an equilibrium rate would have been reached, but it would be an 
arbitrary equilibrium. 

Next suppose that there are a hundred people in a similar position 
to that of A, each with about 20 apples, and the same desire for 
nuts as A , and an equal number on the other side similarly situated 
to the original B. Then the acutest bargamers in the market would 
probably be some of them on A’s side, some of them on ^’s; and 
whether there was free communication throughout the market or 
not, the nieamof the bargains would not be so hkely to differ very 
widely from the rate of six nuts for an apple as in the case of barter 
between two people. But yet there would be no such strong 
probabihty of its adhering very closely to that rate, as we saw 
was the case in the corn-market It would be qmte possible for 
those on the A side to get m varjdng degrees the better of those 
on the B side in bargaimng, so that after a time 6500 nuts might 
have been exchanged for 700 apples; and then those on the A side, 
having so many nuts, might be unwilhng to do any more trade 
except at the rate of at least eight nuts for an apple, while those 
on the B side, having only 35 nuts apiece left on the average, might 
probably refuse to part with any more at that rate. On the other 
hand, the B’s might have got in various degrees the better of the 
A’s in bargaimng, with the result that after a time 1300 apples 
had been exchanged for only 4400 nuts the B's having then 1300 
apples and 5600 nuts, might be unwilhng to offer more than five 
nuts for an apple, while the A's^ having only seven apples apiece 
left on the average, might dechne that rate. In the one case 
eqmlibnum would be found at a rate of eight nuts for an apple, 
and m the other at the rate of five nuts. In each case an equilibrium 
would be attained, but not the equihbrium^. 

This uncertainty of the ultimate position of equilibrium does 
not depend on the fact that one commodity is beijig bartered for 
another instead of being sold for money. It results from our being 
obhged to regard the marginal utihties of both commodities as 

^ Precise versions of these arguments are to be found m Note XII of the 
Mathematical Appendix to my Principles of Economics, 
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AFP A, 4, varying. And indeed if we had supposed that it was a nut-growing 
district, and that all the traders on both sides had large stores of 
nuts, while only the A's had apples, then the exchange of a few 
handfuls of nuts would not visibly affect their stores, or change 
appreciably the “marginal utihty” of nuts, that is, the intensity 
of the desire for more nuts, on the part of people who would have 
bought more nuts, if they could have been obtained on more 
favourable terms. In that case the bargaining would resemble in 
all fundamentals the buying and selling m an ordinary corn market. 
The real distinction then between the theory of buying and selhng 
and that of barter is that in the former it generally is, and in the 
latter it generally is not, right to assume that the marginal utility 
of one of the thmgs dealt with is practically constalit. 

It may be objected that m a nut country, nuts would perhaps 
be used almost as money, and that in fact this is almost implied 
in the case just discussed. No doubt it is so and here we find an 
illustration of the general rule that if a commodity is in geheral 
use, under such conditions that its (marginal) utihty to anyone 
who takes or gives it m exchange is not much affected by small 
transactions in it, then that commodity is so far well suited to act 
as a medium of exchange, and discharge the simpler functions of 
money for the small business of a primitive community. 
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SOME DIFFICULTIES CONISTECTED WITH 
STATISTICS OF PRICES 

1. Price statistics relatmg to recent times cover less ground abp.b,l . 
than is covered hy the impressions of an experienced business 
man or householder, but their definiteness gives facilities for 
criticism^ and affords protection against grave errors. 

The progre^ of economic science depends largely on the stock 
of trustworthy and appropriate statistics at its command. Some 
of these are supphed by individual students, often in concert with 
Statistical Societies. But much of the work, required m order to 
obtam the foundations of statistical conclusions, is of a semi- 
mechanical character: and it can only be done by the organized 
efforts of large staffs of workers, for which the resources of 
Government are often needed. Consequently the chief material 
on which statistical science works, consists of information, which 
various Governments have required for administrative purposes; 
or considered it their duty to organize m the interests of the nation. 

Much helpful material is collected also by trade organizations for 
their own uses: and statistical societies are rendermg great services 
to progress by the guidance, encouragement and subsidies which 
they accord to private investigations. It may be admitted that 
in estimating the extent of changes in the effective purchasing 
power of money, as in many other complex economic problems, 
statistical measurements stand at some disadvantage relatively 
to careful judgments of experienced persons. Each of these 
authorities has a weak side: but, when they supplement one 
another, they are strong. 

A dommant statistical fact is likely to have but a narrow scope: 
for otherwise it could not be defimte. Bemg definite, it is open 
to criticism and correction; and therein hes its iaain strength. 

Statistical statements, that have stood this test, have a greater 
certainty within their hmits than is hkely to belong to the decision 
even of a capable judge of the matter. These limits are generally 
^ This Appendix is associated with I, n and m. 


M.M. 


18 
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App B, I. narrow, but they are obvious : an erroneous statistical estimate, 
or inference, in regard to a matter of general interest, incites and 
challenges the production of figures inconsistent with it. The 
absence of any challenge generally affords reason for believing 
that it is in accord with wide experience. 

A second point m their favour is that, being definite, they can 
generally be collected by officials : even by such as are not specially 
endowed with insight and well balanced minds. A third point 
in their favour is that each set of figures can generally be 
compared with others of similar scope relating to different places: 
international comparisons and co-operation are here of high value. 
A fourth point is that, being definite, much of the work, required 
to be done on them, can be effected by calculating machines, 
animate or manimate. Thus statistical records are chief aids in 
the guidance of present conduct by the experience of the past. 

The defimteness of a statistical fact is, however, sometimes 
found to rest on unsound foundations. For instance, statistics of 
the mortahty from various diseases in past times are of great 
mterest: but modern science appears to have found that the 
diagnoses, on which they were based, often lacked both precision 
and certitude. Such errors are bemg rapidly diminished by the 
progress of knowledge. But that very progress is throwing in- 
creasing doubt on the possibihty of attributing any event to a 
single cause. The more an event is studied, the larger is generally 
the number of causes, by which it is seen to have been influenced: 
and there is seldom an easy and decisive means of isolating the 
influence of any one cause. The chief statistical method for this 
purpose is the comparison of variations from time to time 
(generally from year to year) of two things between which a causal 
connection seems hkely. This method probably has an important 
future; but its difficulties are greater than appears at first sight 

^ Its negative results are often decisive: as when mortality statistics shattered 
the old dictum that “a warm yule-tide makes a fat kirk-yard ” It was found 
that, though the warmth encouraged some young and middle-aged persons to 
neglect precautions with fatal results, this moiease of mortahty was outweighed 
by a decrease among the aged 

Some approach to unanimity on doubtful matters is mdeed often reached by 
discussion, and under the mfiuence of greganous mstmcts How rare would 
be nearly unammous verdicts m doubtful cases without such aid, may be shown 
by an extreme illustration. — ^If 32 persons, actmg independently, and without 
any knowledge of A or B, guess which of them is the taller, the chance that 
they will ail agree is less than one m two thousand milhons (see Bowley, Z. c. p 271). 
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2. Weahmsses in series of averaged prices extending over apf b, 2 . 
comiderahle periods, commonly called Arithmetical Index 
Ntvmhers, 

The weighted arithmetical index number for any year represents 
the total money cost, in each succeedmg year on its list, of the 
purchases of each group of commodities to the same amount as 
was assumed for the basal year, for which the total cost of the 
purchases of each was set at 100. If this total shows an average 
of, say, 115, the general level of prices is inferred to have risen 
15 per cent, above that in the basal year: it is thus an item in a 
list of “index numbers,” 

Unfortunately any peculiarities, which have belonged to the 
basal year, are hkely to distort the whole of the list: and a 
considerable alteration in the general character of the hst may 
be made by merely changing the basal year. This disadvantage 
has however proved to be less than might have been expected 
d pnon. 

Other faults of the arithmetical index number are its ten- 
dencies to cause the rise of a price in a certain ratio to count 
for more than the fall in the same ratio of a similar price : and 
to take no account of the fact that the pressure, which the 
rise of price of a thing would exert on the resources of the pur- 
chaser, would be mitigated by his curtaihng his purchases of that 
thing; accompamed possibly by an extension of his purchases of 
other things, which had become relatively cheaper. In conse- 
quence, an arithmetical index number always shows a higher level 
of prices in any year, relatively to the basal year for prices, than 
would have been shown if that year had been taken as the basal 
year for prices and the calculation had been worked backwards, 
the list of commodities and their weights remaining un- 
changed^. 

^ For instance, suppose that an index number is made out on the basis of 
prices in year A , and that m a rather distant year B it is found that m the 
mterval one-half of the prices had doubled and the other half had fallen by 
one-half in such a case it might reasonably be said that t^e average level of 
prices had not changed. But the mdex numbers would show 200 for the first 
half, and 50 for the second half, givmg an average of 125 If now we put B prices 
at 100 throughout and work backwards to the A prices, the mdex number 
for A will appear to be 125 so that by startmg from A and then workmg 
backwards from jB to we should have raised the mdex number from 100 to 
over 156 These difficulties are discussed in The Economic Journal, 1896, 7, 
by tho late Prof, Pierson, and Prof. Edgeworth. 
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App. B, 3 TMs matter would not be of very great importance if a single 
price list were made out continuously on one basis. But historical 
records are not adequate for this purpose, except in regard to 
staple grains and a few other things: a general price-hst, that is 
adapted to the conditions of one age, cannot fit well those of 
another. Therefore opinions as to broad changes m general prices 
throughout several centuries are apt to be derived from an almost 
automatic piecing together cumulatively of impressions gained in 
regard to individual periods, each of which has been closely 
studied and in each of these, rises in price have counted for more 
than falls in price. The cumulative effect of such distortions of 
view may perhaps have been considerable, though p.o great error 
was introduced at any one stage^. 

3, When a rise in an index number is mainly due to 
scarcity of some luxuries^ and of other commodities for which 
substitutes are available, the effective rise of prices is likely to 
be much less than is indicated by the index number. 

The preceding observations suggest that, large and important 
as are the uses of weighted arithmetical index numbers, they have 
their limitations. For they imphcitly assume that the propor- 
tionate distribution of expenditure among the several groups of 
commodities concerned would remam constant, in spite of changes 
in their relative prices: so that the weights to be attached to them 
remained constant. But, in fact, the consumption of things that 
have risen m price will have dimmished. 

Some increase in the consumption of those which have fallen 
in price is also to be expected; but that result is not certain. For, 
if those which have risen in price are absolute necessaries, or even 
almost indispensable, the total expenditure on them is likely to 
increase: and the consumption of things which are not essential 
may diminish, in spite of the fact that their prices have fallen. In 
this case the effective purchasing power of people’s incomes will 
have fallen, while the index number shows no change. 

^ It might be w^U that some historian, well versed in the details of particular 
commodities m successive ages, should work a series of mdex numbers back- 
wards; that 18 , his basal year should be the last, instead of the first, for each 
group His results, when combmed with others obtamed m the ordmary way, 
would afford much instruction to the econoimst, and to the historian 

Some of the mfluences of progress on the prices of various leadmg com- 
modities, with special reference to the purchasmg power of wages, have been 
noted in my Pnnctples, VI, xn, §§ 5-7.^ 
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On the other hand it might happen that most of those things app b, 3. 
which were indispensable had fallen in price; while good substi- 
tutes for those, that had risen m price, were accessible at nearly 
equal prices: m that case, an unchanged index number would 
correspond to a considerable increase in the actual purchasing 
power of moneys. 

This class of consideration is apt to be overlooked; but it is 
important. For a choice of commodities may be fairly representa- 
tive under ordinary conditions; and yet it may be misleading, if it 
has included only one of several things that can satisfy the same 
need fairly well, and that one has varied in price more than the 
others. The results, which it suggests, need to be corrected by 
allowances for the shifting of consumption from things of which 
the price was relatively high, to others which were in greater 
relative abjindance^. 

If it should ever be thought worth while to give much trouble 
to the matter, index numbers might be made much more nearly 
representative of real changes in the purchasing power of money, 
by the plan of grouping together all the chief kinds of things that 
satisfy nearly the same wants, and weighting each kind according 
to the extent to which it enters into general consumption, under 
varying conditions of relative prices. If at any time one kind, A, 
had risen in price, while another B had fallen; then account should 
be taken of the fact that the relative weights allotted to A and B 
in the basal year were not valid for the currrent year. The weight 
allotted to A should be lowered and multiphed into A’s increased 
price: and that allotted to B should be raised, and multiplied into 
its diminished pnce. By this means index numbers would be 
made to represent changes in the average price, at which each 

^ For instance, suppose that a man’s total expenditure of £600 before the 
change had been divided equally between two groups of things A and R. but 
the prices in group A have doubled, while those m group B have halved. He 
finds m group B some things that will serve his purpose nearly as weU as some 
m group A so he shifts £100 of the expenditure from A to R, giving £400 to R 
and £200 to A He gets therefore only as much of the A goods as he could 
previously have got for £100 But with the £400 spent on R he gets as much 
as he could have got with £800 at the old prices: t.e he gefs £900 worth in all, 
or half as much again as before 

® The Labour Gazette for October 1917, p 359, showed an mcrease m a weighted 
index number for articles of food of 97 per cent, over its amount in July 1914: 
but added that, if it had been so arranged as to omit eggs, to substitute mar- 
garine for butter, and to halve the consumption aasignod to fish and sugar, the 
97 per cent, would have been reduced^to 56. 
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App b, 4. particular kind of want is satisfied, more closely than they 
do now. 

4. Further cautions regarding the use of arithmetical 
index niimbers. 

When it IS important to compare the general levels of prices in 
two particular years closely, the comparison should be made twice 
over, starting once from either end ; and the mean of the results 
taken. This device almost completely destroys the possible in- 
fluence of one flaw of the arithmetical index number: and it has 
this further advantage that if the two results do not differ widely, 
we know that an index number proceeding from either base will 
give fairly trustworthy results for years, intermediate in general 
economic conditions between those two years^. 

If only one calculation is made, the starting point or basis 
should be so chosen from a year (or the average of-'a group of 
years) in which both the quantities of commodities consumed^'and 
their prices are at about an average level for the period. That is, 
as a rule, the basis should be sought near the middle of the period. 
It may happen that the year, which is most normal as regards 
prices, is not the same as that which is the most normal as regards 
quantities: and then the prices should be equated to 100 for the 
first of these years and the weights should be taken from the 
second. Or agam the weights may be estimated over the average 
of the whole period^. 

^ Tlus was done by Prof Flux (see Quarterly Journal of Economics^ 1907, 
p. 616) m regard to Mr Sauerbeck’s and the Economises index numbers The 
results were satisfactory on the whole. In no case was there a greater divergence 
than 6 per cent between the results obtained by workmg forwards and back- 
wards. See also his paper read before the Royal Statistical Society m January, 
1921. 

* Thus Giffen, m his official studies of changes m the real volume of imports 
and exports, took 1861 as the basal year for prices and 1875 for weights The 
more elaborate plan of taking the weights from estimates for a considerable 
number of years is well exemphfied in the report of the Committee of the 
British Association in 1888 on Variations in the Value of the Monetary standard, 
which was drafted by GiSen The Report contams instructive comparisons of 
mdex numbers for the same period on different bases and the appendix to it, 
by Prof. Edgeworth, is an important study of the more abstract and general 
aspects of the problem of mdex numbers The central table of the Report is 
reproduced m Prof. Bowley’s Elements of Statistics, Chap ix. The study of 
means of measuring the general purchasmg power of money has been carried 
far m Amenca, especially by Professors Fisher and Kemmerer; attention being 
given to contnvances for stabihzmg the dollar, or otherwise settmg up an 
official standard that may serve as the basis for long-term obligations. 
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The chief defence against large errors m estimates of changes app b, 5. 
in the purchasing power of money is however to he found in the 
great number of such estimates: for casual errors — that is, errors 
that are not caused by faults in the method of working — are almost 
certain to correct one another. This fact indeed is the main 
bulwark of mere mechamcal industry in statistics. 

There is further comfort in the fact that errors in weighting, 
which are hkely to be more extensive than errors in prices, are also 
less mischievous. For while every error in price enters in full into 
the final result, an error in weight enters only in so far as it affects 
a commodity the price of which has moved away from the average. 

An error in the weight of a commodity, the price of which is near 
the average,' has very little effects 

5. The advantages and the di^ciilties of Geometric index 
mimhers , , 

The chief rival to the Arithmetical Mean is the Geometric Mean : 
and a httle must be said about it, partly because the great 
authority of Jevons is in its favour. It requires the use of 
logarithmic tables or of logarithmic paper: but its general prin- 
ciple can be explained simply. The first step towards it is to 
ascertain, in regard to each of the n groups of the commodities, 
selected for discussion, the ratio which its price in a given year 
bore to its price in the basal year. These ratios are multiplied 
together: and the nth root of the product, is the geometric index 
number for that year^. 

^ The shots fired at a target are, as a rule, more widely scattered towards its 
extremities than near the centre If there has been no bias in the wind or m the 
shootmg, an unbiassed selection of shots wiU give a maionty m the neighbour- 
hood of the centre That is to say, the chance is great that a moderate error in 
a weight causes only a small error in the result 

For special purposes, it is sometimes desirable to trace variations of a par- 
ticular price not absolutely, but in comparison with the variations of average 
prices. This is effected by Table VIII on “Proportional variations of prices” 
in Jevons* Investigations in cuirency and finance, and more lummously, though 
less easily, by showmg the price movements of each group of commodities, by 
a curve on a page, on which the movements of general prices are represented 
by a secondary curve, this is done by Schmidt, Bewegimg der Waren-preise 

® The weakness of this mean may be mdicated by apphcation to an 
extreme case It happened once that a mountam village engaged in toy makmg 
brought its sawdust from a saw-miU down the valley But after a while it had its 
own saw-mill, and the miller was glad to be saved the trouble of burning the 
sawdust; so he gave it away And then, an adherent of the geometncal method, 
who had made out a local index number, includmg sawdust among other com- 
modities^ found that his average of local prices had fallen to zero; and it remained 
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App. B,s The geometric mean has this seeming advantage over the 
arithmetical ; that, if we have once decided what weights to attach 
to the several commodities, we may then base our index numbers 
on the prices of any year that is convenient; the comparative 
results will be identical with those which we should have obtained 
by taking any other year as a base : but this consistency is in fact 
attained by an unconscious manipulation of the weights of the 
several commodities considered^. 

In regard to small variations of prices the results given by the 
arithmetical and the geometnc methods are nearly ahke. And they 
correspond closely to reahties; because they deal with price move- 
ments too small to modify greatly the distribution of. people’s 
resources among different things: thus their common assumptions 
that weights are unchanged, cause no great error. But neither 
has any great value m regard to large changes* and they are also 
alike open to the charge, already made, that they are hmited 
almost exclusively to raw commodities; and are therefore unable 
to take account of the vast and rapid increase in the real pur- 
chasing power of money, that is effected by the increasing economy 
and effciency of the processes of manufacture. 

To conclude: — ^in selecting representative commodities for an 
index number, those which are hable to great variation are to be 
avoided generally. Of course a thing might possibly be truly repre- 
sentative of a class, so important as to claim recognition, aU of 
which moved with it. But except in the emergencies of war time, 

fixed there. Graphic uses of the geometric mean may be facihtated by logar- 
ithmic paper, as is done by Jevons m his Investigations in currency and finance, 

^ The pomt has little practical importance: but it is of some interest 
The mdications made by the geometnc mean represent what would actually 
happen if the total amount of money spent on each commodity remained 
constant, however its pnce vaned (i,e if the elasticity of demand for it were 
unity, so that every fall in pnce evoked an equal proportionate mcrease m 
consumption). Let us take p and p' to be the pnces of commodity A m, say, the 
years 1850 and 1900. while q and are the corresponding pnces for another 
commodity, B, Let m and n be the weights attached to A and B respectively 
these weights represent the amounts spent on them and by hypothesis are 
constant. Then the weighted geometnc index number for 1900 startmg from 

1850 as basis is and the weighted geometnc index 

number for 1850 startmg from the basis 1900 is the 

fact that these two quantities are the mverse of one another indicates that 
consistent results are obtamed by this method from the same date, whatever 
be the basal year. 
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or famine, this seems almost impossible: and index numbers app. b,5. 
should lea^^e exceptional times to be studied by other methods. 

Save in such times, the things, which represent classes important 
enough to have a place m an index number, are seldom liable to 
extreme variations of price. And the indications of index numbers, 
as commonly constructed, are in the main trustworthy; not be- 
cause their principles are logically perfect, but because they are 
m fact handled with discretion^. 

^ It may be worth while to indicate by an extreme instance the vagaries, of 
which an ill-made index number is capable A, B and 0 are three tlmgs, the 
standard umt of each of which at the basal year costs £216. After an interval, 
fashion causes C to yield place to a nvai, and its value falls almost to nothing, 
the others reaming nearly stationary. The result is that, whether the index 
numbers are wei^ted or not, the arithmetical mean falls to something under 
£150* while the geometric mean falls prodigiously Suppose, on the other hand, 
that G remains m strong demand, but is almost inaccessible then all the means, 
arithmetical and geometric, weighted and unweighted, but especially the un- 
weighted, nse vastly So disorder is threatened tiU C is ejected from the mdex* 
list “Harmonic” mean is more free from reproach but its methods are 
too intricate and labonous for common use 
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DIAGRAMMATIC NOTE ON A METALLIC CURRENCY 

APF c, 1 1. An ah^tract version, in diagrammatic form, of the 

general relations among {!) the demand for gold in an iso- 
lated country, (2) the stock of it, (3) its current value, and 
consequent tendencies to modify the rate of its production. 

The general relations between the demand, supply, value and 
cost of production of gold, indicated towards the end of I, iv, § 1, 
can be thrown without great violence into a foim suitable for 
presentation as a diagrammatic picture. This does not claim to add 
anything to the reasonings there advanced : but it makes an appeal 
to the eye, which has some advantages. The scene ot the problem 
may best be taken to be an isolated country, havmg gold mines 
of her own^. 

The diagram is not drawn on the same plan as those which are 
commonly used to represent the relations of demand and supply 
for ordinary commodities, the stock of which is seldom very large 
relatively to the annual production. For in those diagrams, the 
amount demanded and the amount supphed represent the rates 
of the flow of demand and supply respectively. But m this diagram, 
the demand curves represent the stocks of gold which would 
probably be appropriated to the several uses of currency and the 
industrial arts, at various values per ounce of gold, sufficient time 
having been allowed for the necessary adjustments to be made. 
Supply is therefore shown by a vertical straight line representing 
a given aggregate stock of gold. 

Let then an inch measured along Ox represent a stock of gold 
amounting to ten milhon ounces . and let an inch measured along 
Oy represent a value for each ounce of gold equivalent to that of 
ten bushels of wheat. 

If the aggregate amount of wealth, over which the people of 
a country chdose to keep command in the form of currency, is 

1 This Appendix is attached to Chapter iv of Book I 

® It might, of course, be taken to be the whole of a world which had a single 
currency, and uniform conditions of production and currency. But a smgle 
standard of purchasmg power in such a world could not easily be conceived; 
unless clim^tte and conditions of life were nearly the same m all parts of it. 
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equal in value to a hundred million bushels of wheat : then the app c i. 
demand curve dd' for gold as currency will he such that if any 
point P, be taken on it, and PM drawn down perpendicular to 
Ox, PM will represent the number of bushels of wheat for which 
an ounce of gold exchanges : and its length will be ascertained 
by dividing a hundred million bushels by the number of ounces 
of gold represented by Oil. Thus when PM is half an inch, 
representing five bushels of wheat, OM will be two inches, repre- 
senting twenty million ounces of gold : when PM is two inches, 



representing twenty bushels of wheat, OM will be half of an inch, 
repr^enting five million ounces of gold. (Thus the area of the 
quadrangle of which OM and MP are two sides will always be 
one square inch. This is the well-known property of a rectangular 
hyperbola the curve that presents demand of elasticity uniformly 
equal to one ; which may be called the Constant Outlay curve.) 

Let us further suppose that the stock of gold’ is ten million 
ounces, all devoted to currency uses : it is represented by OB, an 
inch measured along Ox. Let us draw BS vertically through B, 
cutting dd' in A : BA is then an inch representing ten bushels of 
wheat as the value of an ounce of gold on that supposition. 
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AFP c, 1 , Next let ns suppose that the ten million onnces of gold are not 
exclusively used as currency, but that some part of them is 
absorbed by the industrial arts. Through P draw PN parallel to 
Ox to m-eet Oy m N, and produce NP to Q so that PQ represents 
the number of ounces that will be used in the arts at the value ON. 
Then NQ represents the total number of ounces demanded at the 
value ON for currency and for the arts together, and the locus of 
Q is the composite demand curve representing the total 
demand for gold. 

DP' meets the supply curve B8 representing a fixed stock of 
ten million ounces in C, and CEF having been drawn perpendicular 
to Oy to cut DD' in C, we see that if the stock of gold were ten 
million ounces equihbrium would be found where FTJ were used as 
currency and EC were used in the arts, at the value of OF pounds 
of wheat for each ounce of gold, to whichever of the two uses it 
is devoted. As the figure is drawn, rather less than "'four million 
ounces of gold will be used in the arts, and rather more thto six 
milhons in currency, each ounce of gold being equal in value to 
about sixteen bushels of wheat. 

The diagram of course does not claim to j)rove anything. Its 
sole purpose is to aid in visualizing the manner in which, the total 
stock of gold in the world being assumed to have remained at a 
given amount long enough for its distribution between currency 
and other uses to have been adjusted fairly well; the value of 
general purchasing power of the gold will tend to be such, that the 
amount of gold which the mdustrial arts will absorb at that value 
together with the amount for which there will be demand for use 
as currency at that value, will equal the total available stock. 

Since gold is m fact an international commodity, the causes, 
that govern the relations between the composite demand for it 
and the composite supply of it, are complex in detail: but their 
general character is the same as m the case of an isolated country^. 

^ The familiar method, on which the composite demand for a thing is made 
up, IS illustrated by diagrams in my Principles, III, iv, 2 • and the manner in 
which a composite demand, operatmg conjointly with a total supply (whether 
simple or compo^te), governs pnce is illustrated m the same Volume, V, vi, 4. 
The supply curve for gold would, however, need to represent a nearly fixed 
stock, rather than an annual flow, and it would therefore be a nearly vertical 
hue The representative currency-demand curve for gold would be a rectangular 
h3nperbola. 
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INTEREST ON CAPITAL AND PROFITS ’ 

ON USES OF CAPITAL 

1. The interest charged on loans, that are not fully secured, app. b, i 
includes some insurance against risks; together loith some 
remuneration of work, of a kind to coM for discretion and the 
power of judging rightly men and affairs. 

The “interest” of which we speak when we say that it is the 
earnings of capital simply, or the reward of waiting simply, is 
Net mterest: but what commonly passes by the name of Interest, 
includes other elements besides this, it may be called Gross 
interest. These additional elements are the more important, the 
lower and more rudimentary the state of commercial security and 
of the organization of credit. Thus, for instaoce, m mediaeval 
times, when a prince wanted to forestall some of his future revenues, 
he borrowed perhaps a thousand ounces of silver, and undertook 
to pay back thirteen hundred at the end of a year There was, how- 
ever, no perfect security that he would fulfil the promise; and 
perhaps the lender would have been wilhng to exchange that 
promise for an absolute certainty of receiving twelve hundred, or 
less, at the end of the year. In that case, while the nominal rate 
at which the loan was made was 50 per cent., the real rate was 
much less. 

The necessity for making this allowance for insurance against 
risk is obvious, and is not often overlooked. But it is less 
obvious that every loan causes some trouble to the lender; that 
when, from the nature of the case, the loan mvolves considerable 
risk, a great deal of trouble has often to be taken to keep these 
risks as small as possible; and that then a great part of what 
appears to the borrower as mterest, is, from the point of view of 
the lender, earnings of management of a troubl^ome business. 

A pawnbroker’s business involves next to no risk, but his loans 

^ This Appendix, is attaclied to Book II, Chapter i. It rehearses some 
elementary considerations, which will he regarded as superfluous by many 
readers, but yet seem to be needed for completeness They are reproduced from 
Pnnaplei of Economics, Book VI, Chapters vn and vm. 
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App p, 1 are generally made at the rate of 25 per cent per annum, or more , 
the greater part of which is really earnings of management of a 
troublesome busmess. Or, to take a more extreme case, there are 
men m iiondon and Paris and probably elsewhere who make a 
living by lendmg money to costermongers the money is often 
lent at the beginning of the day for the purchase of fruit, etc., and 
returned at the end of the day, when the sales are over, at a profit 
of 10 per cent , there is little risk in the trade, and the money is 
seldom lost Now a farthmg invested at 10 per cent a day would 
amount to a billion pounds at the end of a year. But no one can 
become rich by lendmg to costermongers, because no one can lend 
much in this way The so-called interest on the lo 9 »ns really con- 
sists almost entirely of earnings of a kind of work for which few 
capitalists have a taste. Mortgages for long periods are some- 
times more sought after by lenders than those for sljort periods, 
* and sometimes less The former save the trouble of freauent 
renewal, but they deprive the lender of command over his 
money for a long time, and thus limit his freedom. First-class 
stock-exchange securities combine the advantages of very long 
and very short mortgages^. 

It IS then necessary to analyse a little more carefully the extra 
risks which are introduced into business when much of the capital 
used in it has been borrowed. Let us suppose that two men are 
carrying on similar businesses, the one working with his own, 
the other chiefly with borrowed capital. 

There is one set of risks which is common to both; which may 
be described as the trade rislcs of the particular busmess in which 
they are engaged These risks arise from fluctuations in the 
markets for raw materials and finished goods, from unforeseen 
changes of fashion, from new inventions, from the incursion of 
new and powerful rivals mto their respective neighbourhoods, 
and so on. 

But there is another set of risks, the burden of which has to 

^ The owner of stock exchange securities can hold them as long as he likes, 
and can convert them mto money when he will, though, if at the time credit 
IS shaken and other people want ready money, he will have to sell at a loss 
If they could always be realized without a loss, and if there were no broker^s 
commissions to be paid on buymg and selling, they would not yield a higher 
income than money lent “on caU” at the lender’s choice of time; and that 
will always be less than the interest on loans for any fixed period, short or long. 
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be borne by the man workmg with borrowed capital, and not by app. », i. 
the other, we may call them personal risks. For he who lends 
capital to be used by another for trade purposes, has to charge 
a high interest as insurance agamst the chances of some* flaw or 
deficiency m the borrower’s personal character or abihty. The 
borrower may be less able than he appears, less energetic, or less 
honest He has not the same inducements, as a man workmg with 
his own capital has, to look failure straight in the face, and with- 
draw from a speculative enterprise as soon as it shows signs of 
gomg agamst him. On the contrary, should his standard of honour 
not be high, he may be not very keen of sight as to his losses. For 
if he withdraws at once, he will have lost all he has of his own; 
and if he allows the speculation to rxm on, any additional loss will 
fall on his creditors; and any gam will come to himself. Many 
creditors lose through semi-fraudulent mertness of this kind on 
the p^art of their debtors. A few lose through dehberate fraud: 
the debtor for instance may conceal in subtle ways the property, 
that is really his creditors’, until his bankruptcy is over, and he 
has entered on a new business career he can bring gradually into 
play his secret reserve funds without excitmg over-much suspicion. 

The price then that the borrower has to pay for the loan of 
capital, and which he regards as interest, is from the pomt of 
view of the lender more properly to be regarded as profits: for it 
includes insurance agamst risks, which are often very heavy; and 
earmngs of management for the task (which is often very arduous) 
of keeping those risks as small as possible. Variations in the nature 
of these risks and of the task of management will of course occasion 
correspondmg variations m the gross mterest, so called, which is 
paid for the use of money. The tendency of competition is there- 
fore not towards equalizing this gross mterest: on the contrary, 
the more thoroughly lenders and borrowers understand their 
business, the more certainly will some classes of loans be granted 
at lower rates than others. 

It is true that if any of the investments is on a small scale, and 
few people know much about it, the flow of capital may be slow. 

One person, for instance, may be paying 6 per cent, on a small 
mortgage, while his neighbour is paying 5 per cent on a mort- 
gage which offers no better security. But, in all large affairs, the 
rate of net mterest (so far as it can be disentangled from the other 
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App i>, 1. elements of profits) is nearly the same all over England. And 
further, the divergencies between the average rates of net interest 
in diSerent countries of the Western World are rapidly dimimshing, 
as a result of the general growth of intercourse; and especially of 
the fact that the leadmg capitalists of all thesfe countries hold large 
quantities of stock exchange securities: for these yield the same 
revenue, and are sold at practically the same price on the same 
day all over the world. 

Various causes make the supply of capital for immediate use 
much larger relatively to the demand at some times than others: 
when the demand is slack, bankers and others are content with a 
low rate of mterest, provided the security be good and they can 
get their money back mto their own hands quickly in case of need. 
At such times, they are wiUmg to lend for short periods even to 
borrowers, whose security is not of the first order, at a rate of in- 
terest that is not very high. For their risks of loss are much reduced 
by their power of refusing to renew the loan, if they notice any 
indication of weakness on the part of the borrower • and, since short 
loans on good security are fetchmg only a nominal price, nearly 
the whole of what interest they get from him is insurance against 
nsk, and remuneration of their own trouble But, on the other hand, 
such loans are not really very cheap to the borrower : they surround 
him by risks, to avoid which he would often be willing to pay a 
much higher rate of interest. For if any misfortune should injure 
his credit, or if a disturbance of the money market should cause 
a temporary scarcity of loanable capital, he may be quickly brought 
into great straits. Loans to traders at nominally low rates of 
interest, if for short periods only, do not therefore really form 
exceptions to the general rule just discussed. 

The flow of investment of resources from their common source 
in production consists of two streams. The smaller consists of new 
additions to the accumulated stock. The larger merely replaces 
that which is destroyed; whether by immediate consumption, as 
in the case of food, fuel, etc. ; by wear-and-tear, as in that of railway 
irons; by the lapse of time, as in that of a thatched roof or a trade 
directory; or by all these combined. The annual flow of this second 
stream is probably not less than a quarter of the total stock of 
capital, even in a country in which the prevailing forms of capital 
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are as durable as in England. It is therefore not unreasonable app, o, i. 
to assume for the present that the owners of capital in general 
have been able in the mam to adapt its forms to the normal con- 
ditions of the time, so as to derive as good a net income from their 
investments in one way as another. Only on this supposition are 
we at hberty to speak of capital m general as being accunliLlated 
under the expectation of a certain net interest which is the same 
for all forms of capital 

It cannot be repeated too often that the phrase ‘Hhe rate of 
interest” is applicable to old investments of capital only in a very 
hmited sense For instance, we may perhaps estimate that, before 
the recent; great war, a trade capital of seven thousand milhons 
was invested m the diflerent trades of this country at about 3 per 
cent, net interest But such a method of speaking, though con- 
vement and^ justifiable for many purposes, is not accurate. What 
ought to be said is that, if the rate of net interest on the in- 
vestments of new capital in each of those trades [^.e. on marginal 
mvestments] be taken to have been about 3 per cent. ; then the 
aggregate net mcome rendered by the whole of the trade-capital 
invested m the various trades was such that, if capitalized at 33 
years’ purchase (that is on the basis of interest at 3 per cent ), it 
would have amounted to some seven thousand milhon pounds. 

For the capital already invested in improving land and erecting 
bmldmgs, and in making railways and machmery, had its value 
determmed by the net income which it produced. If its prospective 
income-yielding power had dimimshed, its value would have fallen 
accordmgly, and would be the capitahzed value of that smaller 
income after allowing for depreciation. Unsettled conditions, such 
as those which have followed the recent world- war, render it im- 
possible to make any near approach to an estimate of this kind. 

It IS perhaps impossible to believe that the population of this 
world will ever reach a condition in which, while the institution 
of private property remains as at present, the supply of capital 
will be so great that no advantageous employment can be found 
for some of it. We can however conceive a world, whtise inhabitants 
are not more unselfish than are those of our own world, but m 
which the stored up accumulation of private wealth is very great, 
while the advantageous uses to which it can be put are narrow. 

In such a case many persons might desire to make good provision 

MM 19 
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App, i>,2. against old age, sickness, etc.; wMle comparatively few were 
willing to mortgage the future for the benefit of the present. In 
that case the postponement of, and waitmg for enjoyments would 
be an action that mcurred a penalty rather than reaped a reward 
By handmg over his means to another to be taken care of, a person 
could then only expect to get a sure promise of something less, and 
not of something more than that which he lent, and the rate of 
interest would be negative. 

Such a state of thmgs is conceivable. But it is also conceivable, 
and almost equally probable, that people may be so anxious to 
work that they will undergo some penalty as a condition of 
obtaining leave to work. For, as deferrmg the cpusumption of 
some of his means is a thing which a prudent person would desire 
on its own account, so doing some work is generally desired on 
its own account by a healthy person. Pohtical prisoners, for in- 
stance, sometimes regard it as a favour to be allowed to ^do a 
httle work. We are justified in speakmg of interest on capital as 
the com m ercial reward of the sacrifice involved in the waitmg for 
the enjoyment of material resources, only because few people 
would save much without reward; just as we speak of wages as 
the commercial reward of labour, because few people would work 
hard without reward. 

To conclude, the additional net product, which is obtained by 
deferring the enjoyment of the services which production can 
render, is paid for by interest. When the value of the net product, 
thus estimated, is greater than the price that has to be paid for 
the use of capital, the rate of interest rises, when the two balance, 
mterest is at its eqmhbnum level. 

2. In a large Misiness some earnings of management are 
classed as salaries ; and in a small one some earnings of 
work are classed as profits, with the result that the rate of 
profits in small businesses appears to be higher relatively to 
that in large businesses than it really is, 

Adam Smith observed that '^the head of a small business does 
himself much of the work which in a large business is done by 
salaried managers and foremen, whose earnings are deducted from 
the net receipts of the large busmess before its profits are reckoned, 
while the earnings of the whole of his labour are reckoned amon<y 

o 
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Ms profits,” And again, “Tlie whole drugs wMch the best em- app. d» 2 . 
ployed apothecary in a large market-town will sell m a year 
may not perhaps cost Mm above tMrty or forty pounds. Though 
he should sell them, therefore, for three or four hundred or a 
thousand per cent, profit tMs may frequently be no more than 
the reasonable wages of his labour in the only way m wMch h^ 
can charge them, upon the price of the drugs. The greater part 
of the apparent profit is real wages disgmsed in the garb of profit. 

In a small seaport town a little grocer will make forty or fifty per 
cent, upon a stock of a single hundred pounds, wMIe a considerable 
wholesale merchant in the same place will scarce make eight or 
ten per ceht. upon a stock of ten thousand^.” 

The greater part of the noimnal inequality between the normal 
rates of profit per annum m small businesses and in large would 
indeed disappear, if the scope of the term profits were narrowed 
in the former case or widened in the latter, so that it included in 
both cases the remuneration of the same classes of services. There 
are some trades in wMch the rate of profit, rightly estimated, on 
large capital tends to be higher than on small, though if reckoned 
m the ordmary way it would appear lower. For of two businesses 
competing in the same trade, that with the larger capital can 
nearly always buy at the cheaper rate, and can avail itself of many 
economies m the specialization of skill and machinery and in other 
ways, wMch are out of the reach of the smaller business: while 
the only important special advantage, wMch the latter is likely to 
have, consists of its greater facilities forgetting near its customers 
and consulting their individual wants. In trades in wMch tMs 
last advantage is not important, and especially m some manu- 
facturmg trades m wMch the large firm can sell at a better price 
than the small one, the outgoings of the former are proportion- 
ately less and the incomings larger; and therefore, if profits are 
so reckoned as to mclude the same elements in both cases, the 
rate of profit in the former case must be Mgher than in the 
latter. 

When the work of management is heavy m proportion to the 
capital, the normal earnings of management are of course high 
in proportion to the capital, and therefore the rate of profits per 
annum on the capital is high. The work of management may be 
^ Wealth of Natxonc, Book I, Chapter x. 
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APF D, 2 , heayy because it involves great mental strain m organizing and 
devising new methods; or because it involves great anxiety and 
risk: and these two thmgs frequently go together. Individual 
trades hhve indeed pecuhanties of their own, and all rules on the 
subject are hable to great exceptions. But the following general 
propositions will be found to be vahd, other things bemg equal, 
and to explain many inequahties m the normal rates of profit in 
different trades. 

First, the extent of the work of management needed in a busmess 
depends more on the amount of the circulatmg capital used than 
on that of the fixed The rate of profit tends therefore to be low 
m trades in which there is a disproportionately large amount of 
durable plant, that requires but little trouble and attention when 
once it has been laid down These trades are hkely to get mto the 
hands of joint-stock compames: the aggregate saliiries of the 
directors and higher officials bear a very small proportion to the 
capital employed, in the case of railway and water companies, 
and, even m a more marked degree, of compames that own canals 
and docks and bridges. 

Further, given the proportion between the fixed and circulatmg 
capital of a business; the work of management will generally be 
the heavier, and the rate of profits the higher, the more important 
the wages-biU is relatively to the cost of material and the value 
of the stock-in-trade. 

In trades, that handle costly materials, success depends very 
much upon good fortune and abihty in buying and selhng; and 
the order of mind required for mterpretmg rightly and reducing 
to their proper proportions the causes that are likely to affect 
price is rare and can command high earmngs. As a rule, a person 
wiU not enter on a risky business, unless, other thmgs being equal, 
he expects to gam from it more than he would m other trades 
open to him, after his probable losses had been deducted from his 
probable gams, on a fair actuarial estimate. If there were not a 
positive evil in such risk, people would not pay to insurance com- 
pames premia, which they know are calculated on a scale sufficieutly 
above the true actuarial value of the risk to cover the companies^ 
great expenses of advertisiug and working, and yet to yield a 
surplus of net profits. Where the risks are not insured for, they 
must be compensated m the long run on a scale about as high 
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as would be required for tbe premia of an insurance company, if ipp d, 2. 
tbe practical difficulties of msurance agamst business risks could 
be overcome. And further, many of those who would be most 
competent to manage difficult busmesses with wisdom aigid enter- 
prise, are repelled from great risks; because their own capital is 
not large enough to bear great losses. 

In trades in which the speculative element is not very important, 
so that the work of management consists chiefly of supermtendence, 
the earmngs of management will follow pretty closely on the 
amount of work done in the busmess; and a very rough but con- 
vement measure of this is found in the wages-biU. And perhaps 
the least maccurate of all the broad statements that can be made 
with regard to a general tendency of profits to equality m different 
trades, is that where equal capitals are employed, profits tend to 
be a certain percentage per annum on the total capital, together 
with a certam percentage on the wages-biU. 

A" manufacturer of exceptional abihty and energy will apply 
better methods, and perhaps better machmery than his rivals: 
he will organize better the manufactuxmg and the marketing sides 
of his business; and he will brmg them into better relation to one 
another. By these means he wiU extend his business, and there- 
fore he will be able to take greater advantage from the specialization 
both of labour and of plant. Thus he will obtain increasmg return 
and also increasmg profit: for, if he is only one among many 
producers, his increased output w^ill not materially lower the prices 
of his goods, and nearly all the benefit of his economies will accrue 
to himself. If he happens to have a partial monopoly of his branch 
of industry, he wiU so regulate his mcreased output, that his 
monopoly profits mcrease. 

But when such improvements are not confined to one or two 
producers: when they arise from a general mcrease in demand 
and the output which corresponds to it ; or from improved methods 
or machinery, that are accessible to the whole mdustry; or from 
advances made by subsidiary industries, and mcreased externar’ 
economies generally, then the prices of the products will keep close 
to a level which yields only a normal rate of profits to that class 
of industry. And in the process, the industry is hkely to have 
passed over to a class in which the normal rate of profits is lower 
than m its old class; because there is m it more uniformity and 
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Ajpp. b, 2 monotony, and less mental strain than before: and, though this 
IS nearly the same thing in other words, because it is more 
suited to joint-stock management. Thus a general increase m 
the proportion which the quantity of product bears to the 
quantity of labour and capital m an industry is likely to be 
accompamed by a fall in the rate of profits; which may, from 
some points of view, be regarded as a diminishing return measured 
m values. 
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NOTES ON THE DEVELOPMENT OE BANKING, VlTH 
SPECIAL REFERENCE TO ENGLAND’S EXPERIENCES 

1. Early origim of hanking. The enterprise of Italy and app b,i. 
Holland. 

The dawn of civilization seems to have brought with it some 
recognition of the advantages of association and organization in 
the custody of money and the transference of purchasing power 
and of credit. Traces are found, for instance, of rudimentary banks 
as well as joint stock trading companies, in the histories of the 
Chaldaeans^ Egyptians and Phoemcians. In Greece, the temples 
of Delphi and other safe places acted as storehouses for the precious 
metals before the days of coinage, and in later times they lent out 
money for public and private purposes at interest, though they 
paid none themselves. Private money changers began with the 
task of reducing many difierent metaUic currencies, more or less 
exactly, to a common unit of value, and went on to accept money 
on deposit, at interest, and to let it out at higher interest, per- 
mitting meanwhile drafts to be drawn on them. Roman money 
dealers followed in the same course, and gradually engaged in 
various and extensive operations of banking and bill exchanging, 
as the commerce of Rome grew and the relations of public finance 
between her and her provinces grew even faster^. 

But the influence of Roman example died out. And when trade 
and industry began to revive in the Middle Ages, the lessons of 
finance were learnt anew from the beginning. The coinage, 
originally ill-made, had been mutilated by ill doers; so that the 
task of deahng in it required special knowledge, and offered great 
opportumties of easy gains to men of sharp wits. For some time 

^ Tins Appendix is attached to Book II, Chapter m 

2 Paper money was used in Chma two thousand years ^o; and the fittmg 
name of flying money was given there to biUs of exchange at least a thousand 
years ago History of Banking in all Nations, iv, p 549. 

A compact history of Mediaeval and Modem Banking is given in Palgrave’s 
Dictionary, another beginning with early times is to be found m Conrad’s Hand- 
worterbuch See also Bucbsenschutz, Besiiz und Erwerb, and Deloume, Les 
tnameurs d^argent d Borne, for Greek and Eoman banking. 
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E, 2. this work, as well as the lending of money, was chiefly m the 

of the Jews; but in about the thirteenth century it came to be 
taken over by Christians, whose busmess competition was aided 
by frequent outbursts of crude popular violence against the Jewsh 
In many countries the Lombards led the way , and foreign Christian 
exchangers and money dealers were generally caUed Lombards 
even when they were not. As time went on these private dealers 
developed their businesses; and, when the arts of bankin<^ had 
been developed by them, State banks were founded, especially 
m Italy. But private enterprise seems always to have come before 
public. 


2. The origins of many great hanlcs are to he sought in 
the operations of rmney clmnging, which were rendered 
difiaiU ly the imperfect condition of each currency. Ea/rlv 
uses of the term “hank-money.” ^ 

Mony-changing was not an important business in a very earlv 
s age of civihzation; for long-distance travelhng was rare, and a 
ship, when calling at a strange port often endeavoured to make 
Its sales balance its purchases so that it did not need either to 
brmg, or to take away, much money. But later on, when trade 
became more v™ and more highly specialized, a merchant’s 
sales in terms of a local currency were often either much greater 
or much less than his purchases. The consequent disturbance of 
t^ balance of trade could be most easily set right by elementary 
bankmg exp^ents: and these were in effect generaUy those of 
the money-changer. But some of the coins brought to him were 

in Sirr grievously chpped: so that 

m fact he often treated a parcel of coins m the same way as he 

would misceUaneous pieces of old metal- he weighed each and 
ascertained ite quahty roughly : giving himseM of course the benefit 
of any doubt so he was rather busy and often became very rich 
^usaders and rich traveUers, especiaUy to Eome and to JeruLlem; 

and though they carriedlittlewith them: 

r needs gave occupation to the money lender and the 
f ^ general circulation had frequently 

the com fit exactly the die, which was designed to certify its value: 

^ See e.ff. d’Avenel, E%stoir& du Pnx, i, pp. 106-113. 
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and tlie irregular shape of each coin tempted a money-dealer, app e,2 
through whose hands it passed, to cut off a httle of the metal for 
his own benefit. 

Money changing was a chief task of early banks in Italy, 

Germany and Holland: these privileges were often obtained in 
return for loans made to, or arranged for, Governments; which 
had large ambitions, but whose resources were narrow, even when 
the permanence of their hold on power was not assured. 

This matter was clearly set out by Adam Smith. He said: ^'The 
earliest banks of Italy, where the name began, were finance 
companies .to make loans to, and float loans for, the Govern- 
ments of the cities in which they were formed.... After these banks 
had been long established, they began to do what we call banking 
business: but at first they never thought of it ...The currency of 
a small State, such as Genoa or Hamburg ..must be made up, in 
great meastire, of the coins of all the neighbouring States, with 
which its inhabitants have continual intercourse.’’ The money of 
the great mediaeval banks, being kept m good order bore an agio* 

^‘The agio of the bank of Hamburg, for example, which is said 
to be about li per cent., is the supposed difierence between the 
good standard money of the State, and that ..of neighbourmg 
States^.” 

Here may be made a comparison between the conditions of 
former money markets of Amsterdam and that of London now. 

Each in its time has been a leader, if not the chief leader of the 
world’s finance: and each owed muchat critical periods in its history 
to its defence by water. Water protected the Bank of England 
against the arnaies of Napoleon, even when the best armies of the 
Continent went down before him; while England’s army was 
still small: the treasures of England have been defended by the 

1 Wealth of Nations, Book IV, Chapter ni, Part i. His account of the Bank of 
Amsterdam may be further quoted : “It received both foreign com and the light 
and worn com of the country at its mtnnsic value m the good standard money 
of the country, deducting only so much as was necessary for defraying the 
expense of comage, and the other necessary expense of management. For the 
value which remamed, after this small deduction was made,^it gave a credit m 
its books. This credit was called bank money, which, as it represented money 
exactly accordmg to the standard of the mmt, was always of the same real value, 
and mtrmsicaUy worth more than current money... It could be paid away by a 
simple transfer, without the trouble of countmg, or the risk of transporting it 
from one place to another.” The modem use of the term “bank-money” is akin 
to this early use. 
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APP B 3. sea: and those deposited in Amsterdam could be made diffioiilt 
of access by opening the slmces and covering the land with 
water. 

A chief task of early banks was that of remitting command over 
money feom one place to another; and, as good standard coins 
were seldom to be had in either place, the task was difficult : the 
organization of bank money secured that the money paid out 
should be the eqmvalent of that paid in. Therefore, as Bagehot 
said, ^'the real introductory function, which deposit banks at first 
perform ..is the supply of paper currency to the country.... When 
a private person begins to possess a great heap of bank notes, it 
will soon strike him that, .he is trusting the banker very much, 
and m return he is getting nothing. He runs the risk of loss and 
robbery, just as if he were hoarding coin. He would run no more 
risk by the failure of the bank, if he made a deposit there, and he 
would be free from the risk of hoarding the cash.. . .Buu in the end 
common sense conquers. The circulation of bank notes decreases 
and the deposit of money with the banker increases^.’’ 

But England’s system of banking, like her exploration of the 
New World, was based on Dutch, rather than Itahan precedent: 
the Bank of Amsterdam held for a long while a position m inter- 
national commerce, as prominent as theBankof England does now. 

3. Yarioiis functions ofhanlcs in the later Middle Ages. 

In early times banks discharged on a smaller scale most of the 
functions of modern banks* and in addition they were responsible 
for the counterpart of much of the work of modern stock exchanges. 
They acted also as agents for potentates: and indeed a king or 
ruling prince could not always easily borrow directly, because 
people generally, and traders m money m particular, had learnt 
by experience that a prmce who found it inconvement to discharge 
a debt, which he had incurred, simply set it aside : or, as the saying 
goes, ''threw his sword into the scale” to make up the balance of 
his payments against his obligations. 

^ Lombard Street, pp. 80-88. 

Gilbart, History hf Banking f Vol. I, p. 14, of edition of 1882) calls attention to 
the fact that the name “Exchange” rose from the important part which the 
exchange of difierent disordered currencies took m early business The kmg’s 
exchange at a seaport furnished foreign money to those who needed it. His house 
“was called the Exchange, from which it is probable the public structures, where 
merchants meet for transaotmg business, derive their name.” 

r 
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On tlie other hand, the Free Cities of Italy and other countries, i^pp e, a 
though their pubhc expenditure was sometimes as extravagant 
as that of princes, could not easily dishonour their engagements. 

For their power rested on their credit, and their wealth was 
derived mainly from trade, a reputation for honesty in public 
deahngs was necessary for success in trade. The chief centre of 
England’s financial business is under direct obhgations to Italian 
initiative, as is mdicated by the name of “Lombard Street” in 
the financial centre of London. It is recorded that “the Longo- 
bards, and other merchants and strangers of divers nations were 
in the habit of frequenting the street twice a day^.” 

A storehouse for gram or iron bars is but a station on the journey 
of commodities from the producers to the consumers. But a store- 
house for metallic money can perform its chief functions without 
yielding up any considerable part of its contents; provided it 
supports th^ good opimon or credit of certain pieces of paper, and 
renders them as efificient as coins of equal denomination would 
be in effecting exchanges, in fact, since opimon is the offspring 
of opimon, they can lend this support after they have themselves 
ceased to exist, provided they are umversally believed to exist. 

The credit of the Bank of Amsterdam was at its best at a time, 
when the solid basis of that credit had been undermined by the 
secret lending of its metalhc stores for various public purposes. 

Neither the Itahan banks nor the Bank of Amsterdam seem to 
have issued bank notes proper; that is, promises by the bank to 
pay on demand definite sums of money to the bearer, without 
requiring endorsement. This was done in Sweden in 166P. 


^ Quoted by Bisschop, Hise of London Money Marlcett p 35; where some 
interesting details are given. 

^ The fraud committed by the Bank of Amsterdam m lending its deposits 
was without tamt of private selfishness. It was not discovered till 1790. Harris 
{Essay upon Money and Coins, 1757, Part i, p 101) imphes that he suspected it: 
(the State, which ordered the fraud, ultimately made good the loss caused by it 
to the bank’s customers). He observes: “Bills of undoubted credit are of great 
convemency in large payments; and besides save the wear of com. But their 
extent should be restrained withm due bounds. Should they mcrease much 
beyond the real stock of buUioa that ought to be m their steady they would prove 
mischievous m two ways, by mcreasmg m effect the quantity of circulatmg cash 
beyond its natural level, and by endangermg, on a cloudy day, their own credit 
But the profits to be made by lending, as I may say of credit, are temptations 
too strong to be resisted; and it may be questioned if any of the banks now 
subsistmg keep exactly within the above rale, though some of them are formed 
upon the very model here laid down.” This shrewd observation probably refers 
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iPF E, 4 The beginning of the eighteenth century saw the commercial 
power of Holland beginning to yield to those of France and 
England. Both of these countries were pupils of the Dutch. But 
the expenditure of Louis XIV had disorganized the financial 
condition of France; and she sufiered so much from the lack of a 
rich and stable middle class, that she was unable to lead the way 
in the scientific development of banking. The misery due to the 
failure of the Eoyal bank, founded m Pans by the Scotchman Law 
early m the century, caused the very name bank to be shunned in 
France: '‘it needed the lapse of almost a century, and the exercise 
of all the authority of the First Consul, before another institution of 
like privileges and styled the Bank of France could be cmated^.’’ 

4. Beginnings of the Bank of England. 

The Low Countries and France spread the influence of Western 
Europe over other Continents, sometimes in advance /)f England. 
But her resources and her necessities gradually made her thejchief 
maritime power* her people, if less quick than some others m 
reaching out towards new ventures, were wise in council and 
steadfast in purpose; and their language was extending its 
dominion more rapidly than any other. 

At last the occasion arrived for the work: but it needed in 
addition a masterful orgamzation of those financial resources 
which are the sinews of empire, in at least as full a measure as 
of war. The most important single step towards that end, though 
its full importance was not recognized at the time, was the founda- 
tion of the Bank of England. This Act appeared to be of but little 
sigmficance. For it professed merely to "grant to their Majesties 
certain duties upon tonnage of ships and vessels, and upon beer 
ale and other liquors, for securing certain recompenses and advan- 

mainly to the Bank of Amsterdam , and suggests that its failure was not a com- 
plete surpnae to far-seeing people 

The Bank of Hamburg was on similar lines to that of Amsterdam, and not 
much less important: it always kept faithfully the bullion deposited with it 
The famous Bullion Befort of 1810 pays an mterestmg tribute of respect to it 

The early Swedish and German notes seem to have been certificates of deposit, 
corresponding rather to the “certified cheques” now sometimes used m America 
than to the Recipissen issued by the Bank of Amsterdam These were receipts 
for bullion deposited, the bullion could be claimed (subject to certain conditions) 
on retirement of the bank credit issued against it, and on presentation of the 
Eecipissen; which were in fact transferable (and divisible) pawn tickets See 
Jensen and Van der Borght m History of Banking in all Nations, Vol iv, pp. 211 
and $94. ^ M. des Essars m History of Banking in all Nations^ 
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tages in the said Act mentioned to such persons as shall voluntarily app e, 4. 
advance [at eight per cent ] the sum of iSifteen hundred thousand 
pounds towards carrying on the war with France ’’ These persons, 
so associated, might borrow, but not in excess of £1,200,000; 
and they might lend by notes of their own payable to individuals 
and transferable by endorsement: they were left free to decide 
for themselves what reserve m com was necessary. Paterson, the 
founder of the bank, was well aware of the need for a good reserve: 
in opposition to such schemes as those of Chamberlayn and Law. 

He declared that so long as gold and silver were ‘'accepted and 
chosen by the commercial world for the standard and measure 
of other effects ..all credit not founded on the umversal specie of 
gold and silver is impracticable, and can never subsist neither 
safely nor long ” He thought the bank might perhaps “circulate 
their own fcjjindation of £1,200,000 without having more than two 
or three hundred thousand pounds lying dead at one time or 
another,” an estimate of the right proportion of reserve to 
liabilities which fits with later expeiience. 

Presently, however, the bank was brought into great straits, 
partly through some carelessness as to its reserves on the part of 
the directors, from whom Paterson had separated, but mainly 
in consequence of the spasms into which commerce was thrown 
by the necessary but drastic remedy, which the Government was 
applying in 1695 for the corrupt condition of the coinage. This is 
the first episode in English monetary history which has been made 
classical by the great ability of those who took part in it; especially 
Locke and Newton. In opposition to the able but wrong-headed 
Lowndes they supported Montague’s scheme for bringing back the 
coinage to its full value^. 

In 1697 a new charter allowed the bank to make their notes 
transferable without endorsement, %,e, to issue bank notes proper; 

^ The burden which was placed on the bank, itself an advocate of the honest 
policy, through being called on to use com of full weight m the discharge of debts 
which it had contracted in com of not much more than half that weight, is 
described m Macleod’s Banking That work and Rogers’ First Nine Years of the 
Bank of England are good books of reference for this period*’ and there is still 
some mterest in Banni‘=>ter’s Life of Paterson, especially Chapter vi, in Francis’ 

History of the Bank of England, winch contains a fascinatuig “Short Account of 
the Bank of England” by Michael Godfrey, Paterson’s ally, and the first deputy 
governor m 1695; and in Anderson’s History and Maepherson’s Annals* Macau- 
lay’s vivid account of the period is well known Rogers gives an mterestmg 
chapter to Chamberlayn’ s mid scheme for a Land Bank. 
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App. E, 5. and gave it exclusive privileges, whicli were developed in the 
Charter of 1708 into a prohibition for any other partnership 

exceeding the number of six persons in that part of Great Britain 
called England to borrow, owe, or take up any sum or sums of 
money on their biUs or notes payable at demand, or at a less time 
than six months from the borrowing thereof.” In the Charter of 
1742 this clause is repeated, and described as conferring the 
privilege of ‘‘exclusive banking.” Each of these charters gave 
certain rights of exclusive trading in return for pecumary aid to 
Government: but the renewal of the exclusive privileges of the 
bank became less defensible, as the new dynasty became more 
firmly settled on the throne^. 

5. Uocpamion of the scope of English hanhing. 

Some of the exclusive privileges granted to the Bank of England 
could not be maintained. For the Bank of England then had no 
branches ; and a London bank could not suffice for all the monetary 
business of a large country. 

In particular the new manufactures required good access to 
banks for the transmission of payments, as well as for the granting 
of credits. There was no electric telegraph* the posts were slow, 
and independent traveUing by relays of horses was very expensive. 
Canals had indeed greatly facihtated traffic in heavy goods: but 
their total mileage was small, even the best of them were apt to 
be blocked by accumulations of barges at locks, and by ice. Every 
centre of economic activity required at least one bank or branch 
of a bank close at hand. 

^ The Stuarts had strengthened those suspicions of the commercial credit of 
monarchs, which had given inordinate power to the bankers of Augsburg and 
other cities The position of William III was made more difficult by the fact that 
many of his subjects regarded him as a usurper: for his debts might be ignored, 
when the rightful sovereign got his own again In a weU-known passage Bishop 
Burnet tells how he “had heard the Dutch often reckon up the advantages they 
had from their banks, and they concluded that, as long as England continued 
jealous of the Government, a bank could never be settled among ns, nor gam 
credit enough to support itself; and upon that they judged that the superiority 
in trade must he on their side.” William’s shrewdness, as well as his honesty, 
induced him to lay stress on the fact that the commercial credit of a constitutional 
government was that of the parliament and not the king And the honesty and 
bravery which, taking its history as a whole, have been the best part of the capital 
of the Bank of England, owe much to the counsel whereby m 1701 he pressed 
the House of Commons to take care of the pubho credit, “which cannot he 
preserved but by keeping sacred that maxim that they shall never be losers who 
trust to a parliamentary security.” 
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Meanwlnle tlie new activities of business were demanding in- app e,5. 
creased facilities for the quick granting of credits, and the prompt 
discharge of obligations. Home-made goods were being superseded 
by the products of workshops and factories; and wages were being 
paid more m money and less m kind. Middlemen were multiplying ; 
and both raw and fimshed commodities passed through more and 
more hands. And while the growth of manufacture was concen- 
trating population in some parts of England, m others it was 
scattering the workers in search of water-power or to escape the 
restrictive trade regulations of the older centres. AJl these changes 
increased the need for currency m the provinces. 

Meanwhile 4^here was an equally rapid increase in the demand 
for loans. The old families of business men were being supplanted 
by new men who had risen from the ranks of artisans, or whose 
fathers hac^done so , and who wanted fresh capital at every step 
of their upward career. These men ofiered fairly good security for 
lenders on the spot, who were able to read their characters and 
watch their varying fortunes from one quarter of a year to another : 
but they had not good security to offer to those who had no local 
knowledge, and lastly, they needed the greater part of their loans 
m the form of currency for local use. 

Of course, bills of exchange could do part of the work without 
the aid of any formal agencies of credit. But their scope was 
hmited , and there remained a great opemng for any paper currency 
issued by people known m each neighbourhood; and which every- 
one would accept in payment, at all events for small sums; not 
so much because he was certain of the permanent solvency of the 
issuer, as because he felt sure of qmckly passing it on to his neigh- 
bours. A rich harvest was often reaped by those who could start 
as dealers in loans by making them chiefly m the form of their 
own notes or promises to pay; and by using the loans themselves 
as a means of getting these notes into circulation. This state of 
things had some striking results: it led many to think that credit 
IS capital. They saw that whoever could put his own notes into 
circulation got command of capital, which he could use in his own 
business or lend to others; and they did not see that he was in 
effect turmng to his own use part of the expensive machinery of 
trade, which had been provided at the public expense by the 
national metallic currency, by political security and social credit. 
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APP e, 5 . They did not observe that while making that machinery more 
efficient, he made it also more likely to break down; and that, 
while he reaped for himself the chief benefit from this increase m 
its efficiency, the chief evils from its increased instability fell upon 
others. 

Although issue of notes had not played any part in the success 
of the Bank of Amsterdam, which so strongly influenced Enghsh 
rivalry; although it had played but a small part m the success 
even of the Italian banks; and although bank notes, properly so 
called, had but recently come into use; yet it was commonly 
beheved that the power to issue bank notes was essential to the 
success of banking. 

That freedom, which was a chief source of England’s prosperity, 
brought about some strange results in the industry of banking. 
Thus, as late as 1802, it could be said that ‘^a shopk;geper, being 
in the habit of drawing bills on London and remitting bills t|uther 
for the purposes of his own trade, would do the same for his 
customers and other neighbours, and having as yet possibly little 
or no view to the issmng of bank notes, printed ^The Bank’ over 
his door, and engraved those words on the checks on which he 
drew his bills^.” 

gome of these tradesmen bankers did a solid business, and 
founded banks that exist to-day. Some were unfortunate. Some 
scarcely tried to make their way sure; for so long as they could 
appear to be rich, it mattered little to them whether they were 
wasting the property of their customers. They speculated boldly: 
the gains, if they were lucky, came to them. If they were unlucky, 


^ Thornton, On Credit, pp. 155, etc. He adds that in some cases such a shop- 
keeper would “take at mterest some of the money of hia neighbours, on the 
condition, however, that he should not be required to pay it back without 
notice,” givmg m exchange a transferable “note m which would be expressed 
the sum lent or deposited, the rate of interest upon it, and the time which was 
to intervene before payment could be demanded.” But such notes would 
“circulate heavily,” partly on account of the trouble mvolved m calculating their 
value and therefore “some banks, wishing on the one hand to encourage the 
circulation of their paper, and on the other to avoid the inconvenience of a strict 
obligation to pay without notice, have issued notes payable after a certam time, 
and yet have been m regular practice of givmg money for them whenever payment 
was demanded, and have taken no discount for the accommodation.” 

The Liverpool Municipality obtained m 1793 an act empowermg them to issue, 
under certam conditions, notes of £100 and £50 payable with mterest accrued: 
a copy of one of them is prmted in an article by Prof. Gonnex m the Economic 
Journal for Sept. 1896. 



EXPAI^SION OF THE SCOPE OF ENGLISH BANKING 


305 


and a breath of doubt caused the presentation of a small parcel ipp. e, 6* 
of their notes to reveal the emptiness of their cofiers, their failure 
left them httle worse oS than they had been at starting. Mean- 
while they had enjoyed Iife^. 

The evils of reckless trading are always apt to spread far beyond 
the persons immediately concerned: and m this case a good deal 
of such trading was based on funds obtained from people of small 
means. It is true that the holders of small notes did not technically 
lend to the bank which had issued the notes. But they exchanged 
things of real value, and above all their daily labour, for its 
promises to pay: and, when rumour attacked its credit, they made 
a wild stajnpede to exchange any of its notes which they held: 
their trust had been ignorant, their distrust was ignorant and fierce. 

Such a rush often caused a bank to fail, which might have paid 
them all gradually, if each had not been so eager to be paid among 
the first. tIlc failure of one bank caused distrust to rage around 
others, and to bring down banks that were really sohd; as a fire 
spreads from one wooden house to another, till even nearly fire- 
proof buildings succumb in the blaze of a great conflagration. In 
fact panic succeeded panic at intervals of about ten years, and 
the attention of thoughtful people was constantly drawn to the 
regulation of the currency. Some of the worst of these evils had 
indeed been stopped by the law of 1775, which prohibited the issue 
of bank notes for less than £5 : but out of 400 country banks 
existing in 1793, 300 were greatly shaken by the panic of that year, 
and of these 100 failed. 

No doubt the natural remedy was to repeal the monopoly of 
the Bank of England, which prevented the formation of powerful 
joint stock banks throughout the country. At length the clause 
m the charter of the Bank of England, which had prevented the 
foundation in England of banking partnerships with more than 
six members, was scrutinized: and it was found to apply only to 
banks which issued their own notes payable on demand. So joint 

^ The history of mushroom banks of issue has some resemblances to that of 
the hollow local benefit clubs which have often raised and betrayed the hopes 
of so many of the poorer classes. But while the lecords of the clubs are almost 
unbroken tragedy, there is a good deal of comedy m the accounts, which are 
to be found m detailed histones of mushroom banks m England, Scotland, 

Ireland and other countnes, especially America. See Colonel Sykes’ paper on 
“Free Trade in Banking” m the Statistical Journal, VoL xxx, and Verden’s 
EcoTwmic History of New England, Ohs. x and xm. 


M.M. 
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App E, 6. stock banks of tlie type now common in England were founded. 
As is well known, tkey have increased in number: several of tbem 
have numerous branches, and banking facihties are thus brought 
close to almost the whole population^. 

6. Relations of the Bank of England with the British 
Government during the Napoleonic wars. 

For a long while before the wars with the French Repubhc and 
Napoleon issuers of notes in England, Scotland and Ireland had 
looked to the Bank of England for support in case of need, and the 
possession of its notes gave an unfaihng command over the means 
of finally dischargmg debts either in London or abroad. So a 
stock of them was held as a reserve by all prudent banters. Even 
m London, the private banks had found that their customers 
gave a preference to Bank of England notes. Moreover, their 
own notes could be easily collected and suddenly presented by 
their enemies; at last the pamc of 1793 confirmed them in the 
resolution of qmetly withdrawing their own notes. 

Thus all eyes were already turned on the bank in 1797, when 
the necessities of the war caused Pitt to put strong pressure on it 
for aid; and this pressure, combined with renewed commercial 
distrust, reduced the bullion m its coffers to less than two milhons. 
The only aid, which Pitt could offer it, was that of forbidding it 
to pay com or bullion in exchange for its notes. These notes 
became therefore m fact, though not in name, the sole legal tender 
throughout the country for considerable sums, and the rest of 
the cKculation rested on them as a basis. 

The mechanical strength thus given to the bank was aided by 
the moral strength derived from the fact that the Government 
openly leant upon it; and that the fortunes of the two were almost 
as closely umted as they had been a century earlier. But there 
was this difference. In the earlier time, the interests of the Govern- 
ment were those of one party only m the nation, in the later time 
the Government represented the whole nation m its struggle with 
a foreign foe^. 

c 

^ Four of the largest haTe between them over five thousand branches in London 
and elsewhere. 

It IS, however, true that services rendered to the Government by the bank 
were largely those of an intermediary. Tooke observes that the real advances 
by the bank to the Government were seldom very much in excess of the balance 

r 
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The course of the war made England the centre of the world’s app e, e. 
trade, for indeed at times scarcely any ships could sail at all 
without license from her: and it was to English funds that im- 
poverished nations of the continent looked for aid in their struggle 
against the common foe. So the bank became, in the eyes not 
only of England but the whole world, the centre of a vast struggle 
in which the predominance of economic forces became, if not really 
more thorough, yet certainly more obvious than ever before. 

As the perils of the war increased, its directorate came to be 
regarded, both at home and abroad, as a committee of safety of 
English business generally. Unfortunately jealousy of other banks 
had excludedjrom their counsels all bankers in the narrow English 
sense of the word . that is, all who issued their own notes or accepted 
deposits against which cheques could be drawn on demand. But 
representatives of the great financial houses which had the largest 
acquaintance with the business of the world, as well as chief 
merchants and wholesale traders, were there to tell in advance of 
coming changes; and, by comparison of their several special in- 
formations, to read between the hues of the news that reached 
them. They might have been tempted to use their great powers 
for private aims: but here they were safe-guarded both by their 
high personal character, and by that very joint stock privilege, 
of the monopoly of which others were justly envious. ‘‘The 
numerous proprietors who choose the directors,” said Thornton 
in 1802, “and have the power of controlling them (a power of 
which they have prudently forborne to make any frequent use) 
are men whose general stake in the country far exceeds that 
particular one which they have in the stock of the company^.” 

of the Government with the bank (Hxstory, iv, pp. 94, 7). The circulation of th© 
bank did not often exceed £25,000,000, while the special expenditure caused by 
the war aggregated to about £1,100,000,000. See Lowe’s State of the English 
Nation^ Ch i. 

^ He adds some interesting statistics, On Credit, pp. 67-9. Thirty years later 
the Governor of the Bank, when asked by Lord Althorp whether th© directors 
did not purposely limit their holdings of bank stock, “believed that none of them 
held more than ins qualification ” Bagehot gives a vivid description of the young 
bank director, with no special knowledge of banking, wbq is at first a silent 
member of the board, but gradually learns, so that, when he attains th© full 
prime of Me and his turn comes to fill the post of governor, he has acquired 
almost enough special knowledge of the work to fit him fully for his supreme 
responsibihty (See the chapter in Lombard Street on “The Government of th© 

Bank of England.”) 
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INTEENATIONAL TEABE STATISTICS 

App p, 1 . 1. The data, of which the edifice of international trade 

statistics is composed, are so unmerom that some of them are 
necessarily collected hy methods too rapid mid rough to ensure 
strict accuracy. 

Difficulties connected with the interpretation of^ statistics of 
prices have been discussed in Appendix B • its argument is con- 
tinued here with special reference to mternational trade. 

The private books of any merchant are numerical records of 
trade. But they are not commonly called statistics, because they 
are of small range, and are compiled mainly for the use of people, 
who can bring their own knowledge of that particular business 
to aid them in the mterpretation of the figures. On the other 
hand, numerical records of the trade of a country, or of any branch 
of it, are called Statistics: they are compiled on a large scale; 
and therefore, of necessity, by more or less mechamcal methods. 

They are required by the student, because without them he 
would be thrown back on general impressions as to quantities. 
Now such general impressions may be trustworthy when made by 
a strong man with a full and direct knowledge of the chief matters 
in hand: but they have no considerable part to play m regard to 
national trade. For no one has, or conceivably can have, a direct 
knowledge of any great part of that trade: without such know- 
ledge no sound judgment can be formed as to whether any 
particular instances are reasonably representative of the whole; 
and therefore every attempt, however seductive, to base general 
conclusions as to quantities on a study of representative mstances 
runs the nsk of serious error. 

The risk wouy be great even if the selection of instances could 
be made impartially. But in fact the sources of such information 
are likely to be biassed, consciously or unconsciously: those, whose 
interests are affected, are more ready than others to give full 

^ This Appendix is attached to Book III, Chapters n and m 
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information even at considerable trouble to tbemselves; and, in jypp. f,l 
addition to tbis bias of personal interest, there is sometimes the bias 
of a desire for strikmg effect. When a picture of national life is put 
together from travellers’ notebooks, it often happens that- an event 
IS recorded because it arrests attention, and that it arrests atten- 
tion because it is not representative: m so much that a chief work 
of subsequent careful study is to destroy conceptions, that had 
been based on unsound foundations. For this task there is some- 
times no other recourse than the discovery by critical faculty 
of internal mconsistencies m the picture presented. But m matters 
relating to simple quantities, a partial remedy may often be found 
by the aid of statistics: provided that careful attention be paid 
not only to their habihty to error, but to the even greater dangers 
that arise fronf their inability to take account of some of the most 
important influences that bear on almost every economic issue. 

TJiere is indeed some ground for the saying that a bad 
statistical error is the worst of all errors. For a statistical fact 
claims merely to bring to bear on the question at issue the relevant 
items from a number of figures * and such items are, for the greater 
part, collected by secondary officials in the pubhc service or other 
like persons, with little or no regard to any particular purpose to 
which they will be apphed. This claim is a half truth; and therefore 
more mischievous and harder to meet and deal with outright, than 
if it were wholly untrue A selection of relevant items is a difficult 
task. An untrained student is hkely to overlook some of the m- 
fluences which bear strongly, though mdirectiy, on the matter at 
issue : and an unscrupulous partisan can often so select his data 
and so group them as to suggest false conclusions, even though 
every statement on which he bases them is true, as far as it goes. 

The very definiteness of conclusions which are based on statis- 
tical evidence does, mdeed, suggest that caution is needed for 
handling them. But if anyone, carelessly or of set purpose, has 
based a conclusion on only a one-sided selection of data, the 
precision of the terms which he is forced to use makes it easy for 
someone else to add the omitted data. Thus, •while it is true 
that statistics lend themselves to illegitimate forms of pnmd facie 
evidence; it is also true that, if the evidence has run the gauntlet 
of acute and well-informed criticism without material mjury, it 
is less hkely to be invalid than almost any other kmd of evidence. 
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AFP. F, 2 . There is indeed little statistical evidence with regard to eco- 
nomic matters, that will emerge from this ordeal with a perfect 
record in regard to certamty and completeness. Certamty is 
hkely to have been toned down to some measure, perhaps a shght 
measure, of probability; and, what appeared to be a conclusion, 
is found to be only the first tentative step of a long inqmry The 
statistics of international trade are, however, exceptionally full, 
precise, and authoritative: and the uses made of them must be 
large, though cautious. 

Statistics are indeed often powerful in the destruction of error. 
They seldom show precisely what share of any event is to be 
attributed to each of the many influences bearing upon-it at the 
time, and in preceding years. But they often prove that a result, 
which has been attributed to a certam cause, cannot have been 
produced by it: and such destructive work is a consider§^ble factor 
in scientific progress. 

2. Description of deviees for bringing wider the eye^ al- 
most simultaneously y statistical records relating to various 
economic tendencies in any specified year or group of years. 

The following suggestions are concerned with a plan for bringing 
to a focus some of the chief influences which may probably have 
affected any particular movement of industry or trade. Nearly 
every change, whether upwards or downwards, works good in some 
directions and harm in others. Some of the good appears at once 
and also some of the harm. But other parts of each come slowly; 
some three or four years later, some ten or even twenty or thirty 
years later. If, for instance, a Protective tariff is alternately 
raised and lowered at comparatively short intervals, some of the 
deferred effects of one set of customs duties will be seen only 
after that set has ceased to exist; and are therefore likely to be 
attributed to a subsequent set of a different character. 

The difficulty in such cases may be hghtened by devoting each 
of many similarly ruled sheets to a special group of statistical 
and other records for the same half century or more: and by 
assigning a given line in each sheet to each year of the period. 
The statistical records would generally be expressed as curves ; and 
other records in short statements. Facts are the bricks out of which 
reason builds the edifice of knowledge. Such a system helps to 
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give, ready to the hand of the builder, a supply of those particular app p, 2 
bricks which he wants for any purpose. Suppose an event A 
happened in the year 1880, and we think it may have been due 
to causes S, (7, D, etc. ; this system wiU show almost in an instant 
what were the states of 0, D, etc , m 1880, and the previous 
years. Also by calhng attention to a remarkable change at about 
that time m some other cause, J£, it may put us on the track of 
a causal connection that might otherwise have been overlooked. 

What it cannot do is to tell directly the nature of the dependence 
of A upon J5, G, D, etc. That must be done by our reason maldng 
use of that abstract of past experience; which is, on the one 
Bide, a science, and, on the other, a practical mstinct^. 

There are indeed certain hmited purposes, for which the facts 
of each successive year may be considered m special relation to 
those of the group of a fixed number of years immediately pre- 
ceding it, or followmg it, or surrounding it. The most famfiiar 
instance of this is that of tithe averages. Tithes used to vary with 
the prices of certain grains from year to year, and might be half 
as high again one year as the next. But in 1836 it was ordered 
that the tithe payable in 1830 should be computed on the average 
of the seven preceding years, 1823-9: that for 1831 to that of the 
years 1824-30 and so on. For instance, the tithe for 1831 would 
differ by only a little from the tithe for 1830 on the one hand, 
and from that for 1832 on the other by amounts, which would 
necessarily be but small. Thus the table of prices for calculating 
tithe charges is a smoothed’' table, and the corresponding curve 
is a “smoothed” curve. This plan is reasonable; because relative 
stabihty is desirable in itself, and the abihty of the farmer to pay 
a high charge m any year is very much affected by the prices he 
has received for some years past. 

Let us turn now to the method of smoothing tables of curves. 

If this IS to be done mechanically, averages must be calculated 
for five or seven or ten, or some other fixed number of years. But 

^ This paragraph is part of a description given in the Jubilee Number of the 
StahsUcal Jourrial^ 1885, of a book arranged by the present writer, each page of 
which IS ruled with a hundred hues to represent a century. Reference has 
already been made to it at the end of Appendix G of Industry and Trade, 
m connection with the difficulties of mterpretmg statistical evidence as to the 
mfluence of a high tariff (or other causes) on the prosperity of a country. 



312 
APP. F, 


lOTEEHATIONAL TBADE STATISTICS 

3 wtere the figures for each separate year are set out m a curve, 
they themselves generally suggest that m some parts of the period 
under investigation only a few years should be grouped together 
and in others many: and a curve drawn with a free hand through 
the points repiesentmg the figures for the several years is often 
found to present a truer picture of the whole movement than a 
curve smoothed on any fiixed rule^. 

3. Changes in the trade and economie conditions of any 
one country are lihely to he caused in great measure by changes 
in other countries . and several years often elapse between a 
change and its chief effects- Therefore statistics, r dating to 
any country and year, need to be interpreted by a broad study 
of other countries and other years- 

Attention has already been called to the fact that when examining 
the changes in the courses of any country’s trade one rnust resist 
the temptation to seek the explanation mainly in circumstances 
directly affecting her own mdustries. In some cases the influences 
that would be overlooked on this route are much more important 
than those to which almost exclusive attention is given. 

For instance, about a century ago Britain’s industries, and 
internal means of communication, were changing rapidly, while 
those of other countries were relatively stationary: and during 
several decades the history of tlie foreign trade of almost every 
country of western Europe had to concern itself with the in- 
dustrial conditions of Britain, as much as, or perhaps more than, 
with those of the country m question. The conditions of British 
industry are now changmg as fast as ever . hut those of some of the 
chief countries with which she deals are changmg faster than hers. 

We shall presently find that these considerations are of special 

^ For instance, the general price index number fell from 95 m 1846 to 74 m 
1848, and, after remammg at about that level for three years, it rose from 78 
in 1852 to 102 m 1855 The sudden fall was due to a combination of causes. — 
railway panic m England, good harvests, great reduction of import duties of com 
into England, etc. : the low level was mamtamed for three years by bad com- 
mercial credit at home, and pohticai troubles abroad The great rise between 
1852 and 1854 was due to the influx of the new gold, bad harvests, the Oimean 
War, etc The freehand curve, by its abruptness m this particular place, suggests 
that the fall and the rise must each have been due to a consihence of powerful 
causes actmg m the same direction But the smoothed curve implies that there 
was a nearly steady, slow swing of prices downwards from 1838 to 1847 followed 
by a gradual swmg upwards to 1859: a suggestion which is absurdly false 
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importance in relation to fluctuations of credit and commerce app p, 3. 
wiacli are increasingly apt to spread from one country to several 
otlierSj and even in some cases over tlie whole of the industrial 
world: the telegraph causes the pulses of one country ,to syn- 
chronize with those of another, nearly as do the beats of a group 
of clocks that are connected electrically. But other movements 
are slow, and spread very slowly from one country to another. 

This brings us to the observation that one of the most difficult 
tasks of the historian, whatever be his special field of work, is 
the estimation of the period by which the effect of a cause hngers 
behind that cause. On the broad ocean the tidal wave lies not 
under the pioon but is “ retarded ” so as to be some hours behind it : 
and in long broken seas the high tide at any time may be due to 
the increased attractions of the moon (and sun) twenty or thirty 
hours earher. A similar retardation is specially large and un- 
certain m many branches of economic history: but the very 
precision of statistical data offers temptations to a popular 
treatment of them m which dangers of this kmd are ignored The 
student may, as we have seen, derive assistance m guarding 
against such dangers from certain mechamcal devices. 

International trade is so much under the influence of the cycle 
of the seasons that a calendar year is almost always the best unit 
of time in regard to it. But commercial fluctuations need to be 
studied in connection with those of credit; and in regard to them 
the unit of time must not be longer than a month; for, when 
monthly records of a credit crisis are averaged into yearly, the 
most instructive features of the crisis are apt to be blurred out 
of sight. 

For similar reasons averages ranging over long periods fre- 
quently obscure the most instructive causes of changes in the 
volume, the character and the courses of trade. No doubt such 
averages serve the good purpose of submerging out of sight many 
transient disturbing influences, such as those of irregular harvests 
and of fluctuations of credit: and statistical tables representmg 
averages for, say, five or ten years are helpful in conjunction with 
tables or curves representmg movements &om year to year. When, 
therefore, we are considering the aggregate effect that has been 
produced on the volume of a country's trade (or anyiihing else) 
by the continuous progress of slow changes, it is better to compare 
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App. p, 3. her average trade for the last decade with that of an earlier decade, 
than to compare her trade for a single recent year with that for 
a single earher year. But such a comparison does not enable us, 
it IS not very hkely even to help us, to consider what part of that 
aggregate efiect is to be assigned to each of the many broad 
changes that have contributed to the result. 

Shght disturbances may convemently be hidden from view by 

smoothed” statistical tables (or curves) in which the figure (or 
point) set down against each year represents the average of (say) 
the decade of which it is the end (or the middle). But in regard 
to large disturbances such as those of the Franco-German war, or 
the South African war, this method is apt to suggest a giontinuity 
of movement, which has no existence; and to bear m one undis- 
criminatmg result the effects of many causes of diverse character, 
and needing different methods of study. It may be of service so 
long as the smoothed tables or curves are carefully subordinated 
to those which represent changes from year to year. But when 
isolated, it is most misleading, and incompatible with a sound and 
careful study of the history of trade. 

It may be concluded that several years, sometimes few and some- 
times many, may be grouped together for study in connection with 
any particular problem: but there is no umform rule which can 
be apphed profitably for general purposes: and, unless handled 
with great care, averages relating to several years are apt to 
conceal, rather than to make manifest, the true causes by which 
the course of events has been shaped. 

Figures, representing changes in the aggregate external trade 
of a country, have an important place in a study of the forces 
wbch control broad international relations. But attention is often 
directed to the mutual influences which are exerted on each other 
by the development of a country’s industries, and by changes in 
her external trade; and in such studies, statistics per capita of the 
population are the most useful generally ; and especially when they 
are used for comparisons of her economic conditions with those of 
other countries. 
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TRADE AMONG COUNTRIES WHOSE CURRENCIES 
REST ON DISSIMILAR BASES^ 

1. Trade of a country ivJiose currency is based on apreciozis app g, i, 
meted y with one which has an inconvertible paper currency, 

Tlie quBstion whether any one thing, snch as lead, can exercise 
any important influence in adjusting the balance of trade, depends 
partly on rts portability and partly on the extent of the market 
which it finds m either country. The power of gold for this purpose 
is therefore of primary importance between two countries, each of 
which has gold currency, for gold has in each a practically un- 
limited market. But its influence would be much weaker k one 
of the countries had a paper currency or a silver currency. 

Let us consider the trade between two such countries, say 
England and Russia. Gold prices in England and rouble prices 
in Russia are determined by the work which the currency has to 
do in either country on the one hand and the volume of that 
currency on the other. And when trade is in equilibrium, the gold 
price of the rouble will be fixed at the ratio which gold prices 
in England bear to rouble prices in Russia. For, suppose that it 
were not at this level, but were, say, below it; that is, suppose 
the number of roubles which exchanged for £1 to be increased 
above the ratio which the goods that were priced at £1 in England 
bore to those which were priced at a rouble m Russia, allowance 
being made for transport. Then exporters from Russia would sell 
their goods for gold which, when converted into roubles, would 
give them more than ordinary trade profits; while importers into 
Russia would lose money, if they sold their bills on Russia at the 
current rate of exchange The immediate result would be that these 
importers would refuse to sell at that price, but would prefer to 
buy Russian goods and bring them back. Exporters’ bills in 

^ This Appendix is attached to Book III, Chap. v. Its first section is repro- 
duced fiom the present wnter’s evidence before the Gold and Silver Commission 
m January, 1880, Q 10,226 Much official information on subsequent develop* 
ments of the currency pohcies of the chief countries of the world will be found 
m Appendices to Prof. Kirkaldy’s British Finance, 1914-1921. 
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APF. G, 1. Russia would tiierefore be without any market at the old rate, 
and their value, or, in other words, the rouble price of the sovereign, 
would fall quickly. That is, the gold price of the rouble would 
rise until it was equal to the ratio in which gold prices m England 
stand to rouble prices in Russia. In the same way it can be proved 
that the gold price of roubles cannot be in equilibrium above 
this level; and therefore that in equilibrium it must be at this 
level. 

Next, suppose that the trade being in eqmhbrium, there is a 
sudden fall in the gold value of the rouble due to some extraneous 
cause, as, for instance, pohtical apprehensions. To put the case 
in the strongest way, let us suppose that these apprehensions are 
not shared m Russia; and that at first there is no depreciation of 
the rouble in Russia, and no rise of rouble prices there. Russian 
exporters will then expect to sell at an unchanged golji price, and 
to convert that gold price into a greater number of roubles, and 
thus to make abnormally high profits. All those, therefore, who 
were m doubt whether to export or not, will do so in order to gain 
the anticipated bounty from the exchanges. There will be a flutter 
of increased exportation from Russia. The excessive supply of 
Russian exports in the English market may lower their price there 
a httle. But this bounty on exportation from Russia can last only 
until Russian exporters try to dispose of their bills; the moment 
they do that they will find that since a bill for £100 will give the 
means of purchasmg only as many Enghsh commodities as before; 
and since by the hypothesis there is no depreciation of the rouble 
in Russia, these can only be sold for as many roubles as before, 
and no one will continue to pay a prenuum for the bill; the gold 
price of the rouble will adjust itself almost instantaneously to the 
ratio which gold prices bear to rouble prices. 

Different suppositions may be made as to the causes of the fall 
in the gold value of the rouble, but it will be found that by similar 
routes we get in all cases to the same result, namely, that a fall 
m the gold price of the rouble cannot give any permanent stimulus 
to importation from Russia, because it must almost instantaneously 
accommodate itself to the ratio which gold prices bear to rouble 
prices. But of course this does not exclude disturbances of the 
Russian exchanges due to fluctuations in the relative supplies of 
importers’ and exporters’ bills and other international obhgations. 
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Snell distnibances may, as we bave seen, ocenr among countries ipp. g, 2. 
with gold currencies. A bounty on exporters’ bills in a country 
may be caused by excessive importation on the part of ber 
merchants; or by her lending to other conntnes* or, v^hich is 
more probable in such a case as that of Eussia, tiixough other 
nations withdrawing some of the capital which they have lent to 
her. It is worth while to remark that this last event is especially 
likely to happen when pohtical distrust has lowered the price of 
the rouble. 

This fact is perhaps accountable for much of the popular belief 
that a fall in the value of the rouble gives a permanent bounty 
to Russiai^ ex^gorters generally. For people see that a fall of the 
gold price of the rouble is accompamed by a prolonged bounty 
on exportation from Russia, and think the first event is the cause 
of the other. But the real cause in this case is a general distrust 
of Russia’s economic future, which makes investors desire to with- 
draw their capital from Russia, at the same time that it makes the 
price of the rouble fall, and so long as they are withdrawing capital, 
the exchanges must necessarily be such as to give a general bounty 
on exportation from Russia. 

2. Exchanges between countries, whose currencies rest on 
different metallic hasesK 

The trade between England and a country which has a silver 
currency, say India, difiers from the preceding case, only in con- 
sequence of the fact that silver is an exportable commodity, and 
roubles are not; and, therefore, while the gold value of the rouble 
adapts itself almost instantaneously to the ratio which the gold 
prices of goods bear to their rouble prices (allowance being made 
for carriage), the adjustment is hable to be delayed m the case of 
the rupee. For whereas Russian exporters can generally make no 
use of their bills on England except to buy with them (or to seU 
them to others who want to buy) commodities in the Enghsh 
market -whose gold price has not altered, it is otherwise with 
Indian exporters. If silver has fallen m value m England and not 

^ This section is reproduced from evidence submitted by the present writer 
to the Gold and Silver Commission, 1887-8, Q 10,226, and to the Indian Currency 
Commission in January 1899, Q 11,786 Some of the historical diagrams which 
were shown in support of the statistical arguments advanced in the evidence 
will be found in the Report of the Committee 
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App g, 2 in India, Indian exporters to England will use their bills on 
England to buy (directly or indirectly) silver for importation into 
India; and so long as this state of things lasts there will be a 
steady jiow of silver to India. During the whole of this process 
there will be* a bounty on the exportation of goods from India; 
and, therefore, it is interesting to inquire how long it will last. 

It must, however, be admitted that a fall in the gold price of 
silver may cause Enghshmen to distrust Indian securities, pubhc 
and private. This will lead them to withdraw capital from India, 
or at least to check their lendings to India; and this will dimmish 
the number of bills which India is able to draw on England, and 
thus give a premium to the bills of exporters from Ipdia. But, 
as in the parallel case relating to Eussia, we may put aside a 
disturbance arismg from this cause as extraneous to our main 
investigation. And if this be put aside we shall find that the 
premium cannot last long. 

Those who hold the contrary opinion generally insist that as 
custom forbids silver prices to change m India, they must be 
taken as a fixed point, and we must expect any change in the gold 
price of silver to cause a parallel change in the gold prices of 
commodities in the western world. (It may be true that the force 
of custom in India is much less than is generally supposed, but 
in order that this argument may not be taken m the flank by an 
attack on this point, we may for the present assume that their 
premises are correct.) 

Supposing that the flow of silver to India will not appreciably 
afiect the purchasing power of silver there, it is clear that the flow 
of silver will go on, until either the gold price of commodities has 
fallen in the Enghsh market or the gold price of silver has risen 
there; or, lastly, that there has been a little of each of these 
changes; with the effect of making the gold price of silver again 
equal to the ratio which the gold prices of goods m England bear 
to the rupee prices of goods in India (allowance being made for 
carriage). 

The interests of the Government of India in a rise or fall of the 
rate of the exchange between London and India are complex. A 
fall in the value of the rupee as compared with the Enghsh pound, 
which IS caused by a nse in the value of the sovereign, the rupee 
being stationary, would be qmte different as regards the interest 
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of India, from the effects of a similar fall cahsed by a fall m the app a, 2 
purchasing power of the rupee, the sovereign remaimng stationary. 
Therefore, it is best to take the two parts separately. The per- 
manent interest of the Indian Government m the valu^ of the 
rupee is limited to its fixed land dues. In respect of the im- 
portance of those dues, it is umque among great governments 
conducted on Western principles Its permanent interest in the 
value of the sovereign is limited to its debts in gold. Next, as to 
interests which are not perpetually fixed, but yet are very firmly 
rooted, it has a very heavy mterest in the value of the rupee 
extending over perhaps 15 years or a httle more— the average 
remaining^ hf e^ of the non-permanent leases. It has also a sub- 
permanent mterest in taxes, because, though it eqmtably can 
raise those so as to take its share of the growmg wealth of the 
country, its freedom of action is practically hunted by the necessity 
for going rather more slowly and m a rather less aggressive manner 
m the Bast than is possible m the West. Lastly, it has an interest 
as an employer of European labour, in the ratio between the rupee 
and the sovereign, independent of their absolute values, that is 
in the rate of exchange. If they both rose equally, or both feU 
equally, these difficulties would be small. 

As regards railways, these difficulties are, perhaps, less than 
appears. For it is scarcely possible for a railway ever to have fixed 
upon the ideally right charges, and the number of cases m which 
any railway would lose much by dehberately lowering its charges 
is small Thus it seems that the indirect lowering which arises 
from a fall in the value of the rupee, has not been so great an evil 
to the railways as is sometimes supposed. As regards the prices 
of stores and railway plant, the Indian Government has no interest 
m the value either of the rupee or of the sovereign, m addition to 
the considerations already mentioned; because it buys them as a 
trader, and gives commodities for commodities. 

These difficulties are in themselves considerable, but the main 
importance of most of them arises from their bearing on the central 
difficulty of the position of the Indian Government, which is not 
directly connected with either the rupee or the sovereign, and 
would remain if the whole world had the same currency. This 
difficulty is that the immense increase in the wealth and prosperity 
of the Western world, which began in the second third of last 
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APF. G, 2 century, and lias gone on at an ever-mcreasing pace since then, 
has made the resources at the command of the Western Govern- 
ments beyond all comparison greater than any known before. 
These resources are spent on civil government and on mihtary 
preparations. ‘The administration of law, education, and sanita- 
tion are more thorough and more costly m terms of labour, and 
far more costly in terms of commodities, than they were. Mihtary 
expenditure has grown perhaps even faster. 



